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Editorial Comment 


From a perusal of the Proceedings of the 
Australasian first Australasian Congress on Accounting, 
Congress on @ complimentary copy of which has been 
Accounting sent to us by the Secretary, it is evident 

that the congress held in Melbourne in March 
1936 was a marked success. 

According to the President, Sir George Mason Allard, 
one important purpose of the Congress was to promote 
the interests of the accountancy profession in Australia. 
It was also hoped that the gathering would establish a 
closer bond of fellowship between accountants from all 
sections of Australia and from New Zealand, and give an 
opportunity for conferring on matters of professional in- 
terest. The large attendance and the readiness with which 
all participated in the programme are evidence that the 
hopes of those who planned the Congress were fully 
realized. 

Papers on the following subjects, with discussions, are 
published in the Proceedings: ‘Public finance and the form 
and presentation of public accounts,” “The rights of pre- 
ference shareholders,” “The auditor’s report,” “Accounting 
terminology,” “Cost accounting,” “Budgetary control,” “The 
history of the accounting profession and the position of 
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the accountant in commerce,” and “The resumption of 
privately owned public utilities.” The topics discussed in 
these papers are some indication of the wide variety of 
interests with which our members come into contact. It 
indicates moreover that professional accountants, whether 
they be in Great Britain, Australia, the United States or 
Canada, are aware of the many new opportunities for ser- 
vice opening to them and are conscious of the need for 
research in accountancy —the aspect of our professional 
work to which we made particular reference in our February 
comments. 

We understand that a number of the provincial Institutes 
have also received a copy of the Proceedings for their 
library, where it will be available to a large number of 
our readers. 


Graduation day is an event in the life 
George O. May’s_ of every student. For the young char- 
Address tered accountant, it marks the end of 

one apprenticeship under supervision, 
and the beginning of a more rigid one where though his 
own master he is nevertheless a servant to the public and 
is subject to the rules and the ethics of the profession. 
Is it not fitting then that when our new members are 
setting out on their careers they be given the opportunity 
of hearing from those of wide experience something of 
the strides made by our profession in recent times and 
some observations on the possible influences affecting it 
in the future? That privilege was given to the graduating 
class of one of the provincial Institutes a few weeks ago 
when Mr. George O. May, F.C.A., of New York, was the 
speaker at the dinner and reception of the Ontario In- 
stitute. As Mr. May is familiar to our readers as the 
author of “Twenty-five Years of Accounting Responsibil- 
ity,” which was published last year and reviewed in our 
November issue, it affords us pleasure to include in this 
month’s issue his address on this occasion. 


In the general notes column this month 
Annual Statements is published the form of profit and loss 
of Life Assurance account adopted by a large Canadian life 
Companies assurance company. The inclusion of 
it in its annual statements marks an 
important departure from the customary report of life as- 
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surance companies. As the reader is aware, the statutory 
form of report prepared annually for the department of the 
superintendent of insurance consists of a cash account— 
i.e. a statement of receipts and disbursements—and a bal- 
ance sheet, and these two forms also serve as the report 
to policyholders, and to shareholders where the company is 
not a mutual one. In accounting terminology this method 
of reporting the year’s business is known as the cash basis. 

In the average industrial firm few of the transactions 
are spread over any great length of time, and the question 
of whether or not a transaction is going to be profitable 
is determined in a relatively short period. In such a busi- 
ness it is conceivable that the balance of the cash account 
might correspond somewhat to the year’s profit or loss. 
The contracts into which life assurance companies enter, 
however, are almost altogether those which are spread 
over a long term of years. It is evident that this 
must have an important bearing on their annual ac- 
counts and that the cash basis of reporting would not give 
even approximate results of the year’s transactions. To 
make the point clearer, reference may be made to the dis- 
position of the annual premium paid by a policyholder. 
Because his chance of death becomes much greater in the 
later years as he grows older, the risk increases from year 
to year. This annual premium for a whole life or endow- 
ment assurance then is larger at first than is required to 
meet the bare risk, and there arises the necessity for set- 
ting aside and investing the balance. The sum so ac- 
cumulated is called the reserve, and the amount thereof 
will depend on the amount of insurance which has been 
written. As the cash account shows only the receipts and 
payments during a fixed period, such information concern- 
ing reserves cannot be disclosed by this account. Thus 
arises the importance of preparing a profit and loss account 
which, when included in its annual report, sets out the re- 
sults of the company in a comprehensive manner. This 
method of reporting the financial results is known as the 
revenue basis. 

What are some of the important changes taking place 
during the year which would not be revealed in the state- 
ment of receipts and disbursements of the company re- 
porting on a cash basis? While it is possible to obtain 
from such a statement the profit or loss on actual sales 
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of investments, it will not reveal the loss arising through 
a fall in price below book values of securities held but not 
sold. Moreover, during a year when receipts from the sales 
of insurance exceed payments to policyholders the difference 
in the cash account may in error be regarded by the policy- 
holder as a profit on the year’s business; and conversely 
during a period when many policies are surrendered for 
cash values, the excess of disbursements over receipts may 
be regarded as a loss, when in fact a major part of such 
disbursements may be a reduction of a liability previously 
set up as actuarial reserves. 


Through the use of the published 
Profit and Loss profit and loss account the person in- 
Account Important _ terested in the progress of his com- 
pany during the year can receive the 
information which he is seeking. The opening item in this 
account will, in the main, be the life assurance fund at the 
beginning of the year which consists in the accumulation 
of the moneys of the policyholders contributed in respect 
of life assurance policies and, more explicitly, is composed 
of the reserve values of the different contracts together 
with any profit earned to date, and such special reserves 
as have been set aside from year to year for the life 
policyholders. Next there will be the premiums, the figure 
being the aggregate of the sums receivable during the year, 
but which owing to the usual thirty days of grace may not 
have been actually received in cash, and there will also 
be net amounts for interest, dividends and rents. Among 
the expenditures the first item of importance is the claims 
payable by death or on matured endowments and surren- 
dered policies. In addition to commissions, taxes and gen- 
eral expenses paid, provision must be made for the increase 
in actuarial reserves and for depreciation on investments 
and the company’s buildings. After providing also for the 
annual dividends to policyholders, the balance of the ac- 
count will be the surplus funds at the end of the year which, 
as shown in the illustration mentioned, will be the policy 
reserve adjustment fund, together with the general in- 
vestment reserve and free surplus for contingencies. 
When suggesting the inclusion of the profit and loss 
account, in preference to the cash account, in the published 
statement of life assurance companies, no reflection what- 
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soever on the present administration of the Dominion and 
Provincial departments of insurance is intended. It is hard- 
ly necessary for us to refer to the record of efficient ad- 
ministration of these departments whose supervision of 
life insurance companies, as pointed out recently by one 
familiar with their accounts, “has been of inestimable value 
in protecting the interests of policyholders and the main- 
taining of public confidence in such institutions.” Of late 
years the executives of industrial and financial companies 
have shown a tendency towards making the annual reports 
of their businesses more informative, and the disclosure of 
greater details in their annual statements has now been 
made compulsory by the provisions of the Dominion Com- 
panies Act. The furnishing of more information to policy- 
holders would undoubtedly add to their interest in the an- 
nual reports of their own life assurance company. We 
note that one or two of the large Canadian assurance com- 
panies have already adopted the practice of supplementing 
their annual statements by the preparation of a profit and 
loss account. In this way they are presenting a picture of 
the income and expenditures for the year and of the assets 
and liabilities, and enabling their policyholders to review 
intelligently from year to year the progress of the com- 
pany in which they and their families have a vital interest. 
Further reference to the accounts of life assurance com- 
panies will be made in a later issue. 


We publish this month the summary of the 
Court Case judgment in the case of Jn re S. P. Catterson 
Respecting & Sons, Limited, an action which arose over 
Auditors the alleged negligence of a member of the 

profession in the performance of his duty 
as auditor to the company. 

The case itself, while dealing with a set of circumstances 
somewhat different from those in other recently reported 
cases of defalcation by company employees, does not present 
any new features or set forth any strictly new legal prin- 
ciples. It nevertheless is of importance in that the learned 
judge put forward in clear language certain duties of com- 
pany directors. “I am not going to lay down any general 
rule about the duties of the auditor of a company,” he 
said, “because I do not think it is necessary to do so, but 
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the first fact which seems often to have been lost sight 
of is that the primary responsibility for the accounts of 
a company is with those who are in control of the company, 
that is to say, the directors. ... It is for the directors to 
manage the business in the way in which they think best 
in all the circumstances of the case, including in the man- 
agement of the business the system of accounting to be 
employed.” In the opinion of the auditors the system of 
accounting in use to record showroom sales was not an 
effective check on the cash receipts and payments and they 
had warned the directors not once but many times, without 
effect, as to the precautions which should be taken in con- 
nection with these sales. Having made their recommenda- 
tions to the directors, there was no duty upon the auditors 
to insist upon that system being changed. “If they (the 
recommendations) are not acceded to,” stated his Lordship, 
“the responsibility is not the auditors’ responsibility, but 
it is the responsibility of the directors.” 

In referring to this case, The Accountant makes the in- 
teresting observation that “the judgment draws a clear dis- 
tinction between the audit of books prepared and kept under 
the primary responsibility of directors and the drafting 
of a system by an expert accountant acting in the employ, 
and at the instructions of, the directors. The two sets of 
circumstances are quite different and it is a wholesome mat- 
ter for congratulation that the profession should now be 
placed in possession of a judgment which is clear and un- 
ambiguous.” 


Our March issue had already been printed 
Brighter when the Honourable Charles Dunning, Min- 
ister of Finance, presented his annual budget 
in the House of Commons on 25th February. 
The budget, which was adopted by the House 
on 12th March, painted a picture of the brightest economic 
conditions in Canada since the slump of 1929. After re- 
ferring to the observations made in his budget address of 
a year ago that a strengthening and broadening out of 
the forces of recovery then clearly in evidence might be 
reasonably expected throughout the year, Mr. Dunning 
stated that those expectations had been amply realized and 
that in some directions the gains had exceeded his antici- 


Economic 
Picture 
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pations. “The strength of Canada’s recuperative power,” 
he said, “the success of our constructive efforts, both as 
individuals and as governments, and the improvement in 
world economic conditions generally, are seen in the grow- 
ing volume of newly created wealth finding broader domes- 
tic and foreign markets and in the renewed spirit of con- 
fidence and enterprise on the part of our people.” 


It is unnecessary here to refer to the de- 


Government tails of those significant evidences of our 
Encouraging economic progress noted by Mr. Dunning, 
Mining the chief of which were the rise in the 
Development index of the physical volume of business, 


increased electric power production, car- 
loadings and manufacturing of all kinds, the activity in 
the forest product industries, the expanding wealth flowing 
from Canadian mines, and the increase in returns from 
agricultural products. The public press has already made 
these details familiar to readers. But there are one or 
two other features which call for special comment. One 
is the announcement of the Minister that “the income tax 
will continue on the present basis.” 

It will be recalled that a year ago the government, to 
encourage the utilization of our great mineral resources, 
provided by the enactment of section 89 of the Income War 
Tax Act that all metalliferous mines coming into production 
after 1st May 1936 and prior to lst January 1940 shall be 
exempt from income tax for their first three fiscal periods. 
Such encouragement is in direct contrast with what is tak- 
ing place in the United States where by a recent amendment 
to their revenue act a tax was levied on undistributed 
profits and capital gains of corporations. We in Canada 
follow the example of Great Britain in taxing incomes and, 
as Mr. May observed in the address already referred to, 
it is important that a country like Canada starting out on 
a new period of growth and development should continue 
to concern itself more with the creation of wealth than 
with the disputes over the methods of its distribution. It 
it gratifying to note that the Ottawa government has no 
intention at present of departing from the principles of 
taxation established these twenty years by the Income War 
Tax Act. We believe business men can depend on it that 
Canada will hesitate before adopting a policy of taxing cap- 
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ital gains and undistributed profits such as prevails in the 
United States, which in Mr. May’s opinion is economically 
unwise and would greatly retard development in a new 
country like ours. 

A regulation of the Income Tax Department respecting 
the coming into production of metalliferous mines appears 
in this issue. 

Another feature of advance to which Mr. 
Increased Dunning referred was the growth in Can- 
Foreign ada’s foreign trade to $1,663,000,000 in 1936, 
Trade an increase of more than a quarter billion 

dollars over 1935. Canada rose to fourth place 
among the trading nations of the world in export trade 
and to fifth position in total trade. Since generally speak- 
ing all trade between nations is based on an exchange of 
an equivalent value of goods, the reduced tariffs provided 
in this year’s budget will open the door to a still larger 
export trade, which should stimulate activity in Canadian 
industries, reduce unemployment and greatly benefit the 
national exchequer through increased returns from sales 
taxes and income tax. 


The Minister of Finance made a timely 
Warning to reference to the “get-rich quick” psychol- 
Speculators ogy evidenced in stock market  spec- 

ulations. “As business activity increases and 
especially if the commodity price level shows a rapid rise,” 
he said, “the speculative fever is likely to become more 
widespread and more hectic, creating false standards of 
value and an unbalanced development with their inevitable 
aftermath. It is not too early, therefore, to call attention 
to these potential dangers and to express the hope that 
adequate measures may be taken with sufficient promptness 
to keep unsound developments in check.” The opinion that 
we are too close to 1929 to forget the necessity of ordered 
progress and well-balanced development has also been ex- 
pressed in the annual reports of the chartered banks. The 
Bank of Canada has the power to control the total volume 
of credit in circulation, but it should be kept in mind that 
the curtailment thereof would have an adverse effect on 
industrial activity. It will be necessary then, as Mr. Dun- 
ning points out, that the amount of credit flowing into the 
special channel of speculation be regulated by co-operation 
of the stock exchanges and the banking institutions. 
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CONTROL EXERCISED THROUGH THE MEDIUM 
OF THE BUDGET* 


By E. Harold Banks, Chartered Accountant, 
Montreal . 


— depressed business conditions have drawn from 
+ industrial management concerted efforts towards econ- 
omy through more efficient control of expenditure, produc- 
tive and non-productive. It has been found that such 
control is best effected through the use of a proper system 
for the budgeting of revenue and expenditure for future 
periods. These figures are used as a guide and provide an 
objective to be attained by the departmental managers. The 
chartered accountant can be of considerable assistance to 
the executive in the installation of such a system. 

For the accountant, with his knowledge of financial and 
cost accounts and his ability to reflect in the books of ac- 
count the findings and recommendations of the industrial 
engineers, this tendency towards budgetary control of ex- 
penditure has opened up a new field of activity both interest- 
ing and remunerative. 

The preparation of a budget requires a certain amount 
of technical knowledge of the business concerned. Since 
the attention of the chartered accountant usually centres 
upon the proper recording of the transactions of a business 
and the preparation of financial statements, he must rely 
upon others for this necessary technical information. In- 
formation regarding manufacturing operations, rates of 
production and so forth should be obtained from the com- 
pany’s production manager or from independent industrial 
engineers when this is considered desirable. 

A good budgetary control system will give a maximum 
of control over variable expenditures and a maximum econ- 
omy of operation, provided the budgeted figures have been 
fixed at what might be termed “the economic mean,” that 
is to say, for example, that the amounts budgeted for ma- 
terials and labour in a certain department for a determined 
production should be fixed, after consultation with the pro- 
duction manager or independent industrial engineer, at the 
minimum figures at which the department could economic- 





*In The 1936 Essay Competition—the results of which were an- 
nounced in the January issue—this essay received Honourable Mention. 
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ally operate without adversely affecting the company’s 
products. 

Budget figures may be well used to provide a target at 
which to aim, an objective to be attained, but if these estim- 
ates are not carefully and scientifically calculated they will 
lead to extravagance where the estimates are too liberal 
or will render the system unworkable when they are set at 
an impossible minimum. 

Proper control of future expenditure and the necessary 
capital to be employed in production can only be effected 
by proper co-ordination of the executive, sales and produc- 
tive divisions of the company. Lack of co-ordination of 
the sales and productive departments may cause a company 
to sustain heavy losses from the forced disposal of discon- 
tinued lines, bulk sales to reduce inventories, or from the 
loss of interest on capital invested in excessive inventories. 
These losses could be avoided to a great extent by produc- 
ing in accordance with the varying sales volume. The 
budgetary control system is advocated to give this neces- 
sary co-ordination of departments. 


Budgetary Control System 

I propose to outline my conception of how a budgetary 
control system could be developed. 

The logical method of outlining such a system would 
appear to be that of following as closely as possible the 
development of a budget itself, that is, from sales to pro- 
duction, selling, administrative and financing. However, 
for the purpose of clarity, I will follow the headings as 
indicated below. 

General—Budgets of revenue and expenditure may be 
made for periods of from three to six months, depending 
entirely upon the nature of the business. To budget for 
longer periods than this would be unsound and unnecessary. 

The division of expenditures for the purpose of budget- 
ing should be that followed in determining the month’s costs 
and profit and loss, provided that this information is brought 
out in sufficient detail. 

Sales—The accuracy of the budgeted figures for ex- 
penditure will depend primarily upon the accuracy of the 
sales forecast. In order to estimate the sales properly, con- 
sideration must be given to the sales and advertising policies 
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of the executive, policies with regard to long and short term 
contracts, terms of credit and so forth. The advertising 
department should be consulted to determine the response 
that is expected from anticipated advertising campaigns. 
The effect of current temporary fads on the sales must be 
considered. 

Accurate forecasting of sales calls for constant co-opera- 
tion between the sales, advertising and executive divisions 
of the company. 

The sales forecast should be prepared by the sales de- 
partment and should be expressed in units, classified as to 
products by districts. It might well be mentioned at this 
point that trade records, which are kept by most companies, 
will form a valuable basis from which to work in estimating 
sales. 

The monthly estimates should then be given to the 
accounting department for extension at the schedule of 
selling prices to be in effect during the period for which 
the budget is being prepared. 

Copies of the completed estimates should then be given 
to the following departments for the purpose of further 
developing the budget :— 

Traffic 

. Advertising 

. Credit and collection 

. Accounting 

. The Production department — this copy need only 
show the total quantities for each line or product. 

The above order is not based on relative importance but 
is used since it appears to be the simplest basis for dis- 
cussing the uses to be made of these sales estimates by 
each of the above departments. 

Traffic Department—This department should also be 
furnished with a schedule of sales for a similar period of 
the previous year, together with a statement of the total 
sales freight paid for that period. From these figures the 
department should be able to estimate with reasonable ac- 
curacy the amount that it will cost the company to lay down 
goods for customers in the various districts as indicated 
by the budget of sales. 

Advertising Department—The advertising department 
will not usually budget the total expenditure to be made 
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for advertising. The amounts which go into the budget 
will be those which have been appropriated for advertising 
by the executive, after consultation with the advertising 
department. This department will, however, allocate the 
appropriations over the various months involved. This 
allocation may be based on the various campaigns which 
have been planned, general advertising being allocated on 
the basis of sales. It may, however, be thought more de- 
sirable to base the allocation entirely on sales. Both these 
methods are acceptable from an accounting point of view. 

Credit and Collection Department—Bad debt losses and 
collection expenses should be estimated by the accounting 
department by using a fixed percentage, based on past ex- 
perience, of the budgeted sales. It is wise, however, to 
give a copy of the sales estimate to the credit and collection 
department in order that it may draw the attention of the 
accounting department to any special considerations which 
should be taken into account in making the estimate of 
these expenses. 

Accounting Department—This department estimates all 
variable and fixed overhead expenses other than those enter- 
ing into manufacturing costs and those already mentioned 
above. 

Expenses such as general and office expenses, postage, 
printing and stationery, sales discounts, shipping expenses 
and branch office expenses will be estimated as a percentage 
of sales, based on past experience. If it is known that 
selling prices have generally increased or decreased con- 
siderably it will be necessary to give consideration to the 
fact in determining the percentages to be used. 

Certain expenses will have to be estimated on specific 
bases. The more important of these are the following: 

(a) Office and Executive Salaries including Directors’ 
Fees—This item of expenditure is usually determinable in 
advance and does not vary directly in accordance with the 
volume of sales. 

(b) Selling Expenses and Commissions — These ex- 
penses are best determined as a percentage of the detailed 
sales estimates as such expenses will vary greatly with 
the districts to be covered and the lines to be sold. If 
detailed information as to selling costs by lines and districts 
is not available, and if the company does not consider it 
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desirable that such information should be maintained in the 
future, then resort must be made to the method of estimat- 
ing these expenses as a percentage of the total budgeted 
sales, the percentage being determined from past ex- 
perience. 

(c) Taxes, other than those entering into Manufactur- 
ing Cost—These are usually indeterminate but must be 
estimated as closely as is possible from all the available 
information. 

(d) Depreciation—This is considered under the heading 
of “Accounting Department” as it is from this department 
that the monthly depreciation figures will usually originate. 
Where, however, these figures are compiled by the cost 
department, they will be budgeted by that department. 
_ Consideration must be given to any material anticipated 
change in the fixed investment. 

Production Department—Upon receipt of the estimate 
of sales the production department will estimate, as accur- 
ately as possible, the quantities of direct materials required, 
after taking into consideration the sales provided for by 
the opening inventory of finished goods. 

They should then prepare a schedule setting forth the 
monthly production estimates by lines or products, the 
estimated consumption of raw materials and, after consul- 
tation with the purchasing department, should show the 
monthly rate at which the materials will be purchased. 
This information is required by the cost department for the 
purpose of estimating the various inventories at the end of 
each month, dealt with more fully under the heading 
“Finance.” 

Copies of this statement will go to the cost and purchas- 
ing departments. 

(a) Purchasing Department—This department will use 
this estimate for the purpose of roughly comparing the 
present material prices used in costing with those which 
may have to be paid as a result of the varying quantities 
required for anticipated production. The cost department 
should be notified of any important fluctuations in prices 
of required materials. This calls for constant co-ordination 
of these two departments. 

(b) Cost Department—The proper operation of a budg- 
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etary control system involves the keeping of cost records ;* 
from these records a standard manufacturing cost is deter- 
mined. These standard figures, modified by any new or 
additional information received from the purchasing de- 
partment, as outlined above, are used by the cost department 
to budget the total cost of the estimated production. 

1. Direct Material and Labour—When it is known that 
a company has not been operating its factory eco- 
nomically, it should be suggested that steps be taken 
to establish what is considered to be a standard con- 
sumption of direct materials and labour for a given 
unit of production. If such standards are used in 
budgeting direct cost of production the tendency will 
be to attain and maintain the standards as established. 

When the company, operating economically, con- 
siders its past records to be accurate, the budgeting 
for future production should be based on these 
records. 

2. Factory Overhead Expenses—Factory overhead ex- 
penses are divided into two main groups—fixed and 
variable. 

The fixed departmental overhead expenses such as 
superintendents’ salaries, insurance, taxes and depre- 
ciation (if the latter is to be budgeted by the cost 
department) will be calculated for the budget at fixed 
amounts irrespective of the volume of the production. 

Variable departmental overhead expenses such as 
supplies, indirect labour and repairs will, on the other 
hand, be calculated as a fixed rate per unit since the 
amount of these expenses will be governed directly 
by the volume of production. 

These fixed amounts and fixed rates will be deter- 
mined by reference to the company’s past cost records. 
It should be mentioned in this connection that the 
maintenance of established standards for consumption 
of materials and labour, as outlined in the previous 
paragraph, will also have the tendency to reduce 
factory overhead expenses. 





*Where the company has not maintained proper cost records, 
standard or otherwise, the accountant should suggest that such records 
be maintained in the future. It will be necessary to obtain past cost 
figures from whatever source is available. 
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Other Income—Nothing of value can be said in connec- 
tion with the estimating of “Other Income.” The nature 
of the income will naturally determine the procedure to be 
followed in making accurate estimates of these items. 

Finance—An important branch of the budgetary control 
system involves the problem of budgeting the assets and 
liabilities of the company at the end of each month during 
the period of the expense budget. 

It is important for the executive to know during what 
period the company will be short of working capital and 
when it will have surplus funds available for investing. 
If assets and liabilities are properly budgeted it will be 
possible to determine working capital from month to month. 
This information will give the executive ample time to con- 
sider what steps should be taken to obtain additional cap- 
ital, either temporary or permanent, and, on the other hand, 
will give them an opportunity to consider what would be the 
best outlet for surplus funds. 

Current Position—The following is a brief outline of the 
manner in which would be budgeted the more important of 
the current assets and liabilities: 

Accounts Receivable—This figure would be based on the 
budgeted sales, allowance being made for terms of credit 
and the extent to which customers usually take discounts. 
Effect must be given to the monthly estimates made to cover 
bad debts. 

Accounts Payable—This figure will be built up from the 
budgeted raw material purchases plus the estimated month- 
ly liabilities set up to cover general supplies and all ex- 
penses, other than salaries and wages, which are dealt with 
on a cash basis. From this amount will be deducted the 
anticipated payments to be made on account, consideration 
being given to the question of what cash discounts will be 
taken. 

Cash on Hand and in Bank—Cash receipts will be es- 
timated by using the anticipated collections on account of 
accounts receivable as indicated above, plus estimated re- 
ceipts from other sources, such as income from investments. 

Cash will be disbursed chiefly in settlement of accounts 
payable, the payment of salaries and wages, and the pay- 
ment of dividends and directors’ remuneration. These dis- 
bursements, with the exception of dividends, can be deter- 
mined by reference to the budgeted figures. 
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Inventories—Inventories will be budgeted by the cost de- 
partment from the sales and production estimates. 

Finished Goods—The quantities estimated to be on hand 
at the end of each month, determined by taking into ac- 
count budgeted sales and production, would be valued at 
the standard cost of production, as outlined above under 
the heading “Cost Department.” 

Work in Process—These monthly estimates would be 
determined in much the same manner as for finished goods. 
The important consideration here, however, is to determine 
at what standard rate factory overhead is to be applied 
to work in process inventories. This would depend upon the 
system used in determining the costs and would vary with 
the industry. 

Raw Materials—It will be recalled that, in dealing with 
the budgeting of production and raw material requirements, 
it was suggested that the production department should 
indicate anticipated monthly purchases of raw materials 
and monthly consumption to meet production. This infor- 
mation is required for the estimating of the raw material 
inventories. The value of these inventories would be deter- 
mined by applying the predetermined standard material cost 
to the number of units of production provided for by the 
raw materials estimated to be on hand. 

Factory Supplies—The amount of such supplies on hand 
at the end of any month will vary with the volume of pro- 
duction. These inventories therefore should be estimated 
as a percentage of the total budgeted cost of production for 
each month. Consideration must be given, however, to the 
fact that supplies can not usually be allowed to drop below 
a certain minimum figure. 

Deferred, Prepaid and Accrued Charges should be easily 
determinable from the available information. 

Fixed Assets—When it is known what plans the execu- 
tive has with regard to the extension of plant and the scrap- 
ping of old equipment, it can be determined accurately what 
the fixed assets will be at a given date. 

Surplus—After budgeting the profit and loss figures, 
and determining the dividend requirements for the estimate 
of cash on hand and in bank, it is comparatively simple 
to estimate the amount of surplus which will be available 
at the erid of each month. 
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The Master Budget—A budget in which all of the figures 
are incorporated should be drawn up and retained in the 
accounting department. The executives would also hold 
copies of this master budget. 

The various departments would be given copies of the 
sections with which they were concerned. 

Monthly Statements—lIt is only from comparative state- 
ments that the executive can get a comprehensive view 
of the results being obtained under the budgetary control 
system. These statements should be prepared monthly and 
should reflect clearly, by the use of comparisons, to what 
extent the budget has been followed. They will form the 
basis for future action directed towards the correction of 
such things as extravagance, production which is not con- 
sistent with sales requirements, and lack of initiative in the 
sales force. 

The following are a number of the statements which 
would give this necessary information: 

Profit and Loss Statement — This statement would be 
drawn up in comparative form showing actual revenue and 
expenditure for the month and “to-date” compared with the 
budgeted figures, columns being provided to show the varia- 
tions between them. 

The budgeted operating expenses, as distinct from the 
elements of manufacturing cost, would be inserted in this 
statement from the master budget. 

The profit and loss statement prepared in this form will 
give the information necessary to determine which ex- 
penditures or departments require closer surveillance. 

Manufacturing Cost Statement—This statement should 
be drawn from the cost sheets of the company to show in 
comparative form the following information with regard 
to the cost of goods manufactured during the current month 
and “to-date.” 

(a) Production at standard costs 

(b) Production at actual cost 

(c) Variations between budgeted and actual costs of 

production. 

This statement should be supported by similar ones for 
each department or line as is thought desirable. 

In order that the comparisons may be properly inter- 
preted they should be read in conjunction with a schedule 
showing: 
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(a) Budgeted production figures in quantities compared 

with the quantities actually produced 

(b) Budgeted sales, in quantities, compared with quan- 

tities actually sold 

(c) Variations under (a) and (b) expressed as a per- 

centage of the budgeted figures. 

This schedule will reflect to what extent production has 
been co-ordinated with sales requirements and will assist 
in determining whether or not the variations shown by the 
comparative manufacturing cost statements are proper. 

Comparative Schedule of Inventories—A schedule should 
be prepared by the cost department showing the various 
inventories as budgeted compared with actual book inven- 
tories at the end of each month for the year to date. This 
schedule would give further evidence as to whether or not 
there was proper co-ordination of the sales, production and 
purchasing departments. 

Balance Shect—A comparative balance sheet should be 
drawn up at the end of each month showing budgeted and 
actual figures compared in columnar form with sub-totals 
for current and fixed sections of the balance sheet. This 
statement will quickly show up any major deviations from 
the budgeted figures and will be a basis for formulating 
the company’s policy from time to time in financial matters. 

In conclusion it should be said that the detailed sugges- 
tions made in certain sections of the above outline will 
not be applicable to certain businesses, notably those having 
a multitude of products, the demand for which may vary 
in such a manner as to preclude proper estimating. In 
such cases the sales will have to be estimated as accurately 
as possible from past experience, the estimate of production 
costs being based upon a percentage of such sales, and in- 
ventories would have to be estimated as a percentage of 
cost of production, based on past experience. 

The budget is expected to keep the different departments 
operating at the maximum of efficiency but, should the 
budget have been unsound in certain particulars, it is ex- 
pected that the use of the budgetary control system will 
tend to cause departmental managers to discover such 
errors, the result being an ever improving budget. 

The budget and efficient management are therefore inter- 
acting, the better the budget the more efficient becomes 
the management and the more efficient the management 
the better the results obtained from the budget. 
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WIDER HORIZONS* 
By George O. May, F.C.A., New York 


ME. PRESIDENT, fellow guests and fellow members of 

this Institute: I can hardly fail to be grateful to you, 
Mr. President, for the very kind way in which you presented 
me to this gathering. It is a very great pleasure for me 
to be here with you. When you were kind enough to do me 
the honour of inviting me to be present, I welcomed the 
opportunity of meeting with my professional associates in 
this Province, and I confess that the consideration which 
determined me to accept your invitation was the informa- 
tion that this was an occasion especially for the students 
and for those who have just completed their course. For it 
is upon the educational side of the profession that my in- 
terest has been particularly stressed. I have never sought 
executive office in any of the Accounting bodies with which 
I have been associated, but I have tried to do what I could 
in the field of education, encouragement of students, and 
raising the standards of education and practice throughout 
the profession. I have felt that in doing this I was merely 
discharging a debt of gratitude to those who had done the 
same service for me. It is in that spirit that I come here 
tonight. 

Your President was kind enough to refer to the fact 
that by some error of the examiners I was awarded a prize 
when I passed my examination. I well remember that occa- 
sion and the feeling which it brought to me. I could not 
help thinking tonight how much more gracious was the way 
in which you are presented with your prizes and certificates ; 
you receive them in such a friendly, personal way and not 
as I did through the highly impersonal medium of Her 
Majesty’s Post Office. 

As a matter of fact, it is just forty years ago this week 
that with no qualifications except that certificate, no other 
introduction or influence, I entered the office of the firm 
with which I am now connected. At that time the head of 
the firm was Mr. Edwin Waterhouse, a man who in addition 
to many other remarkable qualities had one which I am 
sure you students will be glad to have me recall and impress 





*An address given at the mid-winter dinner of the Institute of 
Chartered Accountants of Ontario held in the Royal York Hotel, Tor- 
onto, 19th February 1937. 
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upon those who sit at these tables and are employers of 
accountants. He was a firm believer in the wisdom of put- 
ting heavy tasks and responsibilities on young men, believ- 
ing that these exacting duties were calculated to bring out 
the best that was in them. So it was that within an hour 
after reporting at the office in Gresham Street, I found 
myself despatched to take charge of a by no means easy 
investigation ; and following a series of such incidents spread 
over a period of less than six months, I found myself on the 
way to New York with the prospect of responsibilities and 
tasks which I admit aroused in me very great misgivings 
as well as great hopes. 

On the 28th of July, 1897, I entered for the first time the 
three-room suite which then constituted the office of the 
firm in New York. Three days later I was in Chicago; and 
when on August first I left for Topeka to spend a very hot 
week working sixteen hours a day in a very hot town, I 
could reflect that in the past fifteen days I had been in all 
three of the firm’s offices. Now, I refer to that because 
I think the progress that has since been made by my own 
firm is merely illustrative of the progress that has been 
made in the forty years that has since elapsed. Even more 
striking details of progress can be told by others; I derive 
great satisfaction from the fact that the profession as a 
whole has advanced, and it is still advancing. I have no 
doubt that before you men who are just entering the pro- 
fession today are opportunities as great as or greater than 
those open to those who graduated with me in 1897. The 
profession has much higher standards of qualification now 
than were adequate for success in my early days, and this 
makes the profession all the more worthy. 

You have just graduated from the narrow field of ex- 
amination, with its insistence on rules and meticulous ac- 
curacy, and I think you must now look for and need wider 
horizons. If you are going to make a success, you must 
now begin to develop a broader view and more intelligent and 
deeper thinking than has sufficed the profession in the past. 
When a member of the profession speaks to his fellow 
members he can probably be most serviceable to them by 
drawing on his own experience and suggesting lessons which 
that experience has impressed upon him. When I entered 
our office first, I confess I had no higher expectation than 
that after a year or two of experience I would retire to the 
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practice of accounting in my own beautiful native county 
of Devon where, if business was not plentiful, neither were 
accountants. 

As it happened, fate led me to a career which brought 
me into rather close and intimate contact with the practice 
of accounting in many different parts of the world, more 
particularly England, Canada, the United States, Contin- 
ental Europe and Latin America. I think I might say a few 
words to you respecting differences in the development of 
accounting in those countries and the suggestions for the 
future which they inspire. 

The development in Europe is the latest and least ex- 
tensive and therefore can be most easily discussed. It has 
been very notable since the war, more particularly in Ger- 
many where there was a demand for accounting as a result 
of the new financing there and with the arrangement by 
which, as has been said, American investors provided Ger- 
many with capital to replace that which the nation paid 
out in reparations. This brought a new interest in account- 
ing in Germany, but a very interesting and significant fact 
is that after these uses had ceased the interest in account- 
ancy continued. You perhaps know that a new law was 
passed in Germany a few years ago and the profession is 
now well established there. I have personally had some 
association with it, and my partners, following a world- 
wide policy, have worked as harmoniously as possible with 
the profession there. We have been very gratified with 
the response with which we have been met from the German 
accountants. I regard the development of accounting in 
Germany as very significant evidence of the soundness of 
the principles upon which the profession is based and the 
value of accountancy in business all over the world. 

Much the same might be said about the development in 
South America, although it has been spread over a much 
longer period of time. When I was in South America, I 
was immensely struck by the extent to which accountancy 
had spread, particularly in the Argentine, in purely local 
and domestic business. Accountants were being employed, 
not through the demands of British or American capital, 
but solely on their merits as realized by the local people. 


Profession in Great Britain and United States 
I think some of the differences in the development of 
the profession in Great Britain and the United States might 


297 








THE CANADIAN CHARTERED ACCOUNTANT 


be of particular interest to you because of the position Can- 
ada occupies in relation to these two great democracies, 
united to one by political ties and to the other by geograph- 
ical proximity, and by blood and heritage to both. You are 
in a position to get the best of both and of course, as is 
always the way of life, you are exposed to the temptations 
of both. I think you will find very interesting differences 
in the development of accounting in Great Britain and the 
United States. I think that these differences are mainly 
due to the difference in the time when accountancy became 
an important feature in the commercial life of the two 
countries. In Great Britain, particularly in Scotland where 
most of the accountants are found, accountancy had been 
well established when business units were relatively small. 
It was therefore natural for business to turn to the account- 
ant, under the well known rules of the division of labour, 
for the internal audit. They could not afford to maintain 
an organization of their own for that work. Also at that 
time the accountant, being well established, naturally step- 
ped into what I may call the administration side of law 
work. In Great Britain, accountants filled positions such 
as trustees, receivers, liquidators and the like. Now, in 
contrast with this, business in the United States was well 
established and the units had become large and the internal 
audit was highly developed before the accounting profes- 
sion became a serious factor in the life of the community. 
Consequently, it has never played so large a part in the 
field of internal auditing in the United States as in Great 
Britain. Unfortunately, also, the lawyers had found trus- 
tee business very succulent and they were unwilling to 
relinquish it. These facts must be kept in mind in any 
consideration of these two countries. Canada’s position is 
more like that of Great Britain than that of the United 
States, and practice here resembles British practice more 
than American. However, I think both in Great Britain 
and Canada there has been and is bound to be a tendency 
towards less internal checking by the external auditor than 
in the past, in the case of the larger companies, and I am 
quite sure, if I may say so in passing, that your law and 
the English law have adequately recognized that change. 


The Auditor’s Certificate 


Now, in passing, I would like to say a word or two about 
the standard form of English audit certificate which is also 
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common in your country. It seems strange to me that a 
business which requires so much exactitude should be so 
loose and vague in the language of its certificates. If you 
will stop to consider the statement in the certificate that 
“the balance sheet shows a true and correct view of the 
state of the company’s affairs,” I think you can hardly fail 
to realize that the language is somewhat vague and gran- 
diloquent. We all know that it cannot be — “true” is 
only a matter of opinion; “correct” is rather a strong 
word to apply to it; “state of affairs” is rather a large 
claim to make for what it covers, for after all the balance 
sheet covers only a small portion of the affairs of a company. 
This certificate was commonly used in America with even 
less justification, as I see it, for many years: I do not think 
that the amount of work that was done justified it to the 
extent to which it was justified here and in Great Britain. 
I have always thought that we American accountants were 
overselling accountancy to the American public, as well as 
running considerable risks, in the use of that certificate. 
There was certainly no distinguishing between the English 
and the American certificate, although the character of 
the work done was very different. The first step in remedy- 
ing this occurred in 1916 when the “Federal Reserve Bul- 
letin,” as it was called, was issued. By co-operation between 
the Federal Reserve Board, the Federal Trade Commission 
and the Institute of Accountants, a definition of what was 
commonly called “balance sheet audits” was given, and it 
was stated that that was the customary type of audit in 
America. This was a very useful form of co-operation. 
Another case of the same kind carried us a further step 
forward in 1932. This time it was co-operation between the 
Institute of Accountants and the New York Stock Exchange 
and it produced a report with which I am sure many of 
you are familiar. In connection with that report, a revised 
form of certificate was adopted which claimed a little less 
for the audit and made it a little clearer what the auditors 
had done and what a balance sheet could be. 

As a matter of fact this development was extremely 
timely in the United States because about a year later came 
the banking crisis and the resultant legislation including the 
Securities Acts of 1933 and 1934. It is extremely interest- 
ing and gratifying to us, who are accountants in the United 
States, that when the Securities Commission came to con- 
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sider the question of audits—in passing I might point out 
that the Securities Act of 1933 was the first legislation 
enacted which made audits compulsory in any general way 
in the United States—the Securities Commission then de- 
cided to adopt the same line of approach as had been de- 
veloped by the co-operation between the New York Stock ~ 
Exchange and the Institute of Accountants. I think it was 
extremely fortunate that the precedent was there to guide 
them as otherwise they might have taken more drastic ac- 
tion and have moved towards some form of Government 
control. 
United States Securities Act 

Now, if I am not taking up too much of your time, I 
would like to say a few words about the Securities Act 
itself because that represents a very interesting divergence 
of policy between the United States and Great Britain on 
a question which you will probably be called upon to face 
at some time in the future. Great Britain has persistently, 
and as I think rightly, refused to provide any system of 
what Mr. Gladstone called in 1844 “antecedent check” by 
a Governmental body in connection with new issues of secur- 
ities. Mr. Gladstone resolutely refused to consider any 
such proposal and we must remember that the problem then 
was not new any more than it was in 1933. I think we 
sometimes forget that the experiences through which we 
have passed in the last decade are not unique; the same 
things have happened to different communities in the past— 
I need only recall, for example, the collapse of the railway 
boom in England in the forties. Still earlier, in 1720, there 
was the South Sea Bubble and all the attendant mushroom 
enterprises. Now I had something to do with the investiga- 
tion of the collapse of Kreuger and Toll, and one of the 
extraordinary phases was the mystery which was thrown 
around the object of some of its enterprises. Mr. Kreuger 
used to claim that money was being invested in ways about 
which he must remain silent as it would be fatal to speak 
of them publicly. However, I believe it is a fact that in 
1720 the public were in an equally gullible state. Many 
corporations were formed and subscriptions were secured 
for “an enterprise the exact nature of which will shortly 
be disclosed.” Another company was formed and it was 
said the purpose “was one of greatest importance, the na- 
ture of which cannot be disclosed.” So that you can see 
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we were only repeating the experience of 1720 and the prob- 
lem of coping with this situation was no newer in 1933 
than it was in 1844. 

We have now had a year or two to observe the effect 
of the Securities Act of 1933; one of the proponents of 
it said to a group, of which I was one, about a year after 
it had been passed, “This law is not working out at all the 
way I thought it was going to.” I think that that is the 
verdict of anyone who had anything to do with it. I am 
not prepared to say that the measure is not going to do a 
lot of good, but the good it is doing is not the sort of good 
that was expected. For instance, I do not think, candidly, 
that the prospectus which is now being issued under the 
law is so useful, to the average investor, in the matter of 
accounts as those which used to be issued before the law was 
passed. It contains a great deal more information, but it 
is so complex, so full of qualifications, reservations and foot- 
notes that the average prospectus is not understood by the 
average investor. On the other hand, I think the law has 
had a most valuable effect in educating officers and directors 
in regard to the affairs of their own companies. The con- 
versations I have had with the directors of large companies 
have borne that in on me very strongly, and I think you will 
find a general agreement on that point in the United States. 
I think it has been also valuable in bringing about clearer 
thinking upon matters that had to be mentioned in the 
prospectus; and it has compelled people to face issues in- 
stead of waiting for time to settle them. This influence has 
been felt by officers, directors, lawyers and accountants and 
I think it is wholly beneficial and indirectly very helpful 
to the investors. 

Of particular interest to our profession is the probability 
that over a period of years the Act will tend to bring a very 
material change in the form of financial statements pre- 
sented to investors and perhaps even more in the form of 
accounts presented in annual statements. I am inclined to 
think the change is desirable. 


Income Account of First Importance 
If you will refer to the Table A attached to the English 
Companies Act of 1862 you will find that the income account 
there is given relatively more importance than the balance 
sheet. But this was not mandatory, and the secretive com- 
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pany director (and most of them are secretive or would 
be if they were permitted) found that the balance sheet 
was very much less revealing than the income account. So 
in practice the balance sheet was emphasized and the income 
statement sketchy or non-existent. I think there is to- 
day greater recognition in the United States of the relative 
importance of the income account. I should not be at 
all surprised if in a few years instead of the old fashioned 
concentration on the balance sheet, the order of importance 
will be something like this: first, the income account, 
placed in the prior position because earning capacity is 
the most vital factor in industrial success: second, the 
statement of quick assets and liabilities — solvency is 
the second vital consideration; third, a statement, which 
the Securities Commission is already insisting on, of changes 
in reserves during the year, which throw valuable light on 
the income account. The fourth statement would be some- 
thing like the statement which the United States Steel Cor- 
poration has always published showing the resources which 
have become available to the company during the year and 
the disposition that has been made of them. This I think 
is of very great value for a reason which it may be worth 
while to emphasize. In the attempt to make the income 
account reflect earning capacity rather than the actual re- 
ceipts and expenses of the year by the use of estimates, 
accruals, etc., the income account gets rather away from the 
cash basis. The statement of resources and the disposition of 
them answers the question of what has become of the cash, 
which is a vital question in relation to the availability of 
the income shown in the income account for distribution by 
way of dividends. After these four, I think the balance 
sheet will come in the fifth position. It is placed fifth be- 
cause of its historical character, because the figures in it 
are not stated on a uniform basis, and because of other lim- 
itations on its significance with which you are all familiar. 
This brings me to another point which I would like to men- 
tion. You students who are just entering the profession 
will find it difficult to make up your minds how you shall 
combine respect to authority and the recognition of the 
value of continuity with the demand for progess; and the 
necessity of keeping a constantly questioning mind and 
avoiding adherence to precedents merely because they are 
precedents. I think it will be very helpful if you will indulge 
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in speculative discussions on a question of this kind; indulge 
in a little prophecy and see what lines of development or 
change are likely to be helpful or likely to take place. We 
must not be too ready to get rid of things because they 
may have a value in that people have come to understand 
them, and on the other hand we must not stand still. I 
think forms of accounts have to be more seriously re- 
examined and the methods of presentation more carefully 
studied if we are going to keep our place as an independent 
profession and prevent the work we are doing from falling 
into the hands of bureaucrats, though it will not be done 
any better if put under Government control. 


Taxation 


One other thing—I would like to say a word about the 
divergences of practice between Great Britain and the 
United States which lie in a field with which we, as account- 
ants, are concerned; that is the field of taxation. I am 
more particularly concerned with the taxation on capital 
gains and the taxation on undistributed profits which has 
been recently introduced in the United States. At present, 
as I understand it, you have not adopted either of these 
methods of taxation. I think you will be wise to follow in 
that respect the example of Great Britain rather than the 
United States. Admittedly the taxation of capital gains 
is a difficult question. I believe if you adopt an equitable 
system of taxing gains with equivalent relief from taxation 
on losses, the net result will not be advantageous to the 
national revenue. It will cause increases in revenue when 
increases are least necessary and declines in years when 
declines are more vitally important. You can of course 
adopt the very unjust alternative of taxing capital gains 
and making substantially no allowances for capital losses, 
but I think if you do that you greatly impair the justice 
of and the public confidence in your tax system, and I 
think you would be pursuing a policy which is economically 
unwise, particularly in a great country like yours. I think 
that these arguments apply with even greater force to the 
undistributed profits tax. 

I think that this is important in a country like yours 
which is, as I see it, starting out on a new period of growth 
and development. It is my belief that you should concern 
yourselves more with the creation of wealth than with the 
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disputes over the methods of distribution. This is in accord 
with the view of Alfred Marshall, the great English econ- 
omist. In that connection I would like to mention what 
I think is the most striking single statistical figure that 
has come to my notice in a long time. It is contained in an 
article by the former statistician of the Federal Reserve 
Bank of New York which appeared last summer. He said 
that he had made a comparison between the gross addition 
to the national income of the United States resulting from 
the automobile industry, that is, the gross national income 
from that industry including directly allied industries, with 
the national income of France, and that the national income 
provided by the automobile industry in the United States 
was the greater of the two. Now, if it is possible by the 
development of a single industry in a single generation to 
add to the national income of a country like the United 
States a sum greater than the entire national income of 
France, it seems wise to frame your tax legislation with 
the view to the encouragement of the creation of that in- 
come. It seems almost inconceivable that the automobile 
industry could have developed as it has in the face of high 
taxes on undistributed profits and capital gains. It is for 
these reasons that I think you would be wise to keep away 
from the taxation of capital gains and undistributed profits 
and centre upon the enormous possibilities of development 
of your wealth. You can rely upon the gift tax and suc- 
cession duties to redistribute the wealth to the full extent 
to which that may seem desirable. There is much more 
to be said on these subjects, but I fear this talk has already 
extended to undue lengths. 

May I thank you for the patience with which you have 
listened to me. I thank you for your patience, I thank you 
for your hospitality. I thank you for the opportunity to 
be here, and I wish those who are now entering the pro- 
fession all the success that they could wish for themselves. 
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BANKRUPTCIES AND LIQUIDATIONS* 


By Douglas L. Ross, Chartered Accountant, 
Montreal 


ee the subject of bankruptcies and liquidations 

is associated in the minds of most of you, and in the 
minds of the majority of the business community, with very 
questionable practices. This association of ideas exists 
largely because the average business man has a misconcep- 
tion of the powers and duties of a trustee under the Act, 
and creditors as a whole have not used the power vested in 
them to control the situation. And because of this ignorance 
of a trustee’s problems and the limitations imposed upon 
him by the Act, everyone is only too ready to classify all 
trustees in the same category. For this reason it is not an 
uncommon thing to find men outstanding in our own pro- 
fession adopting the attitude that the rewards for their 
labours are not sufficient to induce them to stand the crit- 
icism and abuse at one time or another levelled at them and 
indiscriminately levelled at all trustees. 

As creditors have the power to nominate the trustee for 
each and every estate, there is no gainsaying the fact that 
the business world is to blame for most of the questionable 
practices which have existed or do now exist in the admin- 
istration of bankrupt estates, because they have not ex- 
ercised their power to appoint their own nominee. Creditors, 
after having been defrauded by a dishonest debtor, or others 
connected with the bankrupt estate, are loath to spend 
money in obtaining a conviction of the guilty, but they 
should realize that in the long run it would be profitable 
sometimes to throw “good” money after “bad” in order to 
discourage the fraudulently inclined. 

Many creditors’ meetings have been held where not one 
creditor has appeared in person, and yet they expect those 
estates to be administered properly and for their benefit. 
Business should organize so as to concentrate voting power 
in a nominee in whom they have confidence. 

What has been done to combat certain evils in The Com- 
panies’ Creditors Arrangement Act since its enactment in 
1933? Under this Act a debtor may, by an ez-parte petition 





*A paper read at a meeting of the Chartered Accountant Students’ 
Society of the Province of Quebec held 15th December 1936 at Montreal. 
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to the court asking permission to convene a meeting of his 
creditors to discuss his financial situation, stop all legal 
proceedings against himself until the meeting has been 
held. This might be for ten days, three weeks or six weeks, 
depending on the circumstances. In the meantime, the 
debtor need not give any information whatsoever to his 
creditors and he may remain in full charge of his business 
without restriction of any nature. There is no provision 
under this Act for the appointment of an interim receiver 
pending the outcome of the meeting of creditors. When 
the creditors meet they are given the story as prepared by 
the debtor. It is at this moment when creditors are in 
a position to demand information that I have found they 
are just about as gullible as the public are to wildcat pro- 
motions. It is only the creditors present at the meeting, or 
present thereat by proxy, who may deal with the situation, 
and the majority of them representing three-fourths in 
value of the claims represented at the meeting can approve 
the proposal. As far as Iam aware, the business community 
has done nothing to correct this situation. One would have 
thought that the various trade associations would have co- 
operated and interviewed the government with a view to 
changing the Act. 

In view of the foregoing remarks, and before passing 
on to a brief résumé of the Acts in which those of you who 
are students are more particularly interested, I would like 
to take this opportunity of commending the administration 
of Mr. William J. Reilley, the superintendent of bankruptcy. 
In my opinion, if Mr. Reilley is allowed to continue his ad- 
ministration in the fearless manner that he has shown in 
the past, the business community will owe him a debt of 
gratitude. It is only those who are familiar with receiver- 
ship work who know the great problems he has faced and 
the obstacles that he has and continues to overcome. The 
department of the superintendent of bankruptcy deserves 
the wholehearted support and co-operation of every right 
thinking person. 

Three Important Statutes 

As you can readily appreciate, a business has its sick- 
nesses and diseases the same as the human body. It is 
when those in charge of a business decide that a major 
operation is necessary that the legal processes are applied. 
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For this purpose we have in Canada three federal statutes 
known as the Winding-up Act, the Bankruptcy Act and The 
Companies’ Creditors Arrangement Act. All three Acts pro- 
vide the machinery necessary to effect compromises and 
schemes of arrangement for the cure of the patient, but 
only the Winding-up Act and the Bankruptcy Act provide for 
the burial of the corpse. In other words, The Companies’ 
Creditors Arrangement Act does not provide for the sale of 
and realization on all of the assets of the debtor. 

Why the three different Acts? This I cannot tell you, 
but I know that we would be far better off if we had one 
Act only. One of the reasons is that the Bankruptcy Act 
is administered under a special court created for the pur- 
pose, whereas the Winding-up Act and The Companies’ Cred- 
itors Arrangement Act are, in the Province of Quebec, ad- 
ministered under the rules of the Superior Court. On the 
one hand you have the experience of a judge who through 
practice becomes expert in the administration of bankruptcy 
matters, whereas on the other hand, your proceedings may 
come before a judge who has practically no experience in 
this field, thereby often causing added expense through in- 
creased legal costs and unnecessary delays in issuing judg- 
ments. In the administration of the Bankruptcy Act in 
Montreal we are particularly fortunate in having a learned 
judge in charge of the Bankruptcy Court who is not only 
an expert in law but a practical business man. 

How are these Acts applied? In the case of the Winding- 
up Act and the Bankruptcy Act, proceedings may be volun- 
tary by a debtor or may be authorized by the court on peti- 
tion by a creditor demanding his statutory rights. Only 
a debtor can apply to the court for the use of the statutory 
conditions of The Compames’ Creditors Arrangement Act, and, 
as the terms and procedure of this Act are the essence of 
simplicity, I am this evening going to confine my résumé 
to the Bankruptcy Act and the Winding-up Act. You should 
keep in mind that the Winding-up Act only applies to incor- 
porated companies, whereas the Bankruptcy Act applies to 
both corporations and individuals. 


The Winding-up Act 
Under the Winding-up Act a company may make a volun- 
tary petition for a winding-up order, but such proceedings 
must first be approved by the directors and shareholders. 
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In exceptional cases the court will issue a winding-up order 
on the application of the company supported only by a 
resolution of the directors. If a creditor desires to apply 
for a winding-up order he must have a claim of at least 
$200.00. Under certain conditions a shareholder may also 
make a petition. 

On the issue of a winding-up order the court will appoint 
a provisional liquidator and set a date for the first meeting 
of creditors. In its judgment the court will also direct 
the provisional liquidator as to the form of notice he is to 
give to the creditors. At the first meeting of creditors the 
court will, on the petition of the majority of the creditors 
present thereat, appoint a liquidator, and as many inspectors 
as may be suggested. All legal proceedings against the 
debtor company are suspended the moment the winding-up 
order is issued and no proceedings may be carried on against 
the company or the liquidator without the approval of the 
court. The liquidator and inspectors must have all their 
actions of any nature whatsoever approved by the court. 

The Winding-up Act does not, of itself, lay down detailed 
rules of procedure, and therefore you must depend for 
guidance on the attorney of the estate, who follows the 
rules in the code of civil procedure and jurisprudence estab- 
lished by practice. 


The Bankruptcy Act 

The Bankruptcy Act goes into great detail in respect of 
the rules of procedure and it also sets forth practically all 
forms necessary in the administration of the Act. I am 
not going to analyze this Act by sections but will endeavour 
to describe briefly the procedure thereunder. 

A debtor, whether it be a person or corporation, can 
make a voluntary assignment, and forms therefore are ap- 
pended to the Act. In the assignment the debtor usually 
asks for the appointment of some person to act as custodian. 
The court usually requires the debtor to obtain at least 
one letter from one of the largest creditors approving of 
the nominee for custodian. The assignment is then regis- 
tered by the official receiver, and from then on until the 
appointment of the trustee, the legal jurisdiction of all of 
the affairs of the debtor are under the control of the court, 
represented by the custodian. 

When a creditor wishes to present a petition to the court 
against a debtor, he must have a claim of at least $500.00; 
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or one or more creditors having claims aggregating at least 
$500.00 can join in one petition. This petition must be 
served on the debtor and the court sets a date for the hear- 
ing of the petition not less than eight days from the date 
of service. The debtor may consent to the immediate issue 
of the receiving order or await the date set for the hearing 
of the petition. At the hearing he may consent, or if he 
contests, the court shall require proof of the debt of the 
petitioning creditor, and if satisfied with the proof, and 
that the debtor has committed an act of bankruptcy, it will 
issue a receiving order. 

In the case of an authorized assignment, the application 
of the debtor is made to the official receiver, and it is to 
this officer that he makes all his statements and affidavits 
and before whom the debtor is examined. The proceedings 
are in charge of the official receiver until the first meeting 
of creditors, at which meetings he acts as chairman. This 
officer is responsible for seeing that all the legal formulae 
and rules have been properly applied to the debtor and by 
the custodian. A petition in bankruptcy is presented to 
the registrar of the court and he may deal with all uncon- 
tested or ex-parte petitions. If he approves the issue of a 
receiving order, then the record goes into the hands of the 
official receiver and the debtor presents himself for ex- 
amination, together with all required statements and affi- 
davits, in the same manner as if the debtor had made an 
authorized assignment. The official receiver in these pro- 
ceedings has charge of the record in the same way up until 
the first meeting of creditors, at which he acts as chairman 
also. 

After the appointment of a trustee, the administration 
of all of the affairs of the debtor’s estate is vested in the 
trustee, subject to the approval of all his acts by the in- 
spectors, even to the selling of the assets, except when it 
comes to dealing with or the sale of immovable properties, 
for which special provision is made in the Act under section 
45. Although this section refers specifically to the pro- 
cedure in the sale of immovable property in this province 
whereon exists a hypothec or privilege, the fact is that 
no one will purchase an immovable property from a bank- 
rupt estate without the approval of the court, because a 
judgment is absolutely essential to complete the title deeds 
for registration in the registry office. 
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As to the appointment and duties of an interim receiver, 
the court may appoint one after the presentation of a peti- 
tion in bankruptcy. The petition must allege good causes 
for the appointment, such as that the debtor is creating 
fraudulent preferences or absconding or that certain or all 
of the assets are of such a hazardous nature that the court 
must deal with their disposal immediately. The interim 
receiver carries on until the petition in bankruptcy is dis- 
posed of either by the issue of a receiving order and the 
appointment of a custodian, or the dismissal of the petition. 
An interim receiver is only a conservatory appointment and 
he must not in any way prejudice the rights of the debtor 
until the petition in bankruptcy is disposed of. In other 
words, he is really a watchdog. 

The custodian calls the first meeting of creditors and 
his notice of such meeting must be mailed within five days 
from the date of his appointment, and the meeting must 
be called for a date within fifteen days after the mailing 
of the notice. He must include with the notice a list of 
the creditors showing the amounts of their claims, together 
with a proof of debt form and proxy blank. At the first 
meeting of creditors, at which the official receiver or his 
nominee presides, the creditors appoint a trustee and one 
or more, not exceeding five, inspectors by a resolution car- 
ried by the majority of votes represented at the meeting 
in person or by proxy, in accordance with section 102 of the 
Act. 

To summarize up to this point—you may have a bank- 
ruptcy occurring either by an authorized assignment by a 
debtor or by the issue of a receiving order on the petition 
of a creditor. You may or may not have an appointment 
of an interim receiver. The custodian is appointed on the 
approval of an authorized assignment or by the issue of a 
receiving order. The custodian is then replaced by the trus- 
tee appointed at the first meeting of creditors. The trustee 
then carries on the administration of the estate under the 
authority of the inspectors, and under such authority he 
proceeds to realize on the assets of the debtor, unless the 
debtor makes a proposal for a composition, extension or 
scheme of arrangement in accordance with section 11 of the 
Act. The proposal must be made to the trustee in writing, 
whereupon the trustee must submit the proposal to the in- 
spectors, and if the majority of them approve of same, the 
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trustee shall submit it to the creditors by registered mail 
in accordance with section 12. At the meeting of creditors 
called to consider the proposal, it can be approved by a 
majority only of all the creditors, holding three-fourths in 
amount of all proved debts, present in person or by proxy 
at such meeting. If the creditors approve the composition, 
the trustee must then submit it to the court for its approval, 
and in his submission he shall make a report on the voting 
at the meeting. If approved by the court, it is then the 
duty of the trustee to see that the terms of the composition 
are carried out in so far as he is able to control the terms. 
When his duties under the composition are completed he 
may then apply to the court for his discharge. 

In estates where the debtor does not make any proposal 
to his creditors, the trustee proceeds to realize on all the 
assets either by bulk sale, private sale or public auction. 
When everything has been realized upon, he prepares his 
final statement of receipts and disbursements, submits same 
to the superintendent of bankruptcy and the inspectors for 
their approval, whereupon it is presented to the court. On 
the approval of the court it is mailed to the creditors with 
a notice in accordance with Form No. 42 of the Act that 
the dividend will be paid within fifteen days of the mailing 
of the notice, and that the trustee will apply for his dis- 
charge on a date not less than fifteen days from the date of 
the mailing of the notice. 

In the foregoing I have tried to describe briefly the pro- 
cedure under the Act, but there is a vast amount of detail 
in the Act for the guidance of the trustee in his administra- 
tion which you, of course, must study carefully. In con- 
clusion, I might say that a real understanding of the Act 
can only be acquired through practice and a study of the 
jurisprudence which has resulted therefrom. 
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THE BURDEN OF OBSOLESCENCE* 


Is Depreciation Relief under the Income War Tax Act of 
Canada Sufficiently Adequate for Obsolescence? 


By William H. Wynne, Toronto 


. useful life of manufacturing equipment is frequently 

cut short by new inventions, changes in economic con- 
ditions or shifts in fashion or taste. This may happen when 
part only of the cost of the obsolete equipment has been 
accounted for through ordinary depreciation allowances. 
Obsolescence losses have then to be met. In Great Britain, 
the United States, Australia, and perhaps in certain other 
countries also, such losses are admitted as an equitable 
charge against profits.|_ British manufacturers, at least, 
have long attached great importance to obsolescence relief, 
contending that it accelerates the replacement of outmoded 
machinery with new and improved equipment. 

Since the Income War Tax Act of Canada makes no pro- 
vision for obsolescence losses and indeed expressly disallows 
their recognition,? does not equity require that the law 





*A memorandum prepared in the course of a study of taxation in 
Canada now being made, with the aid of privately subscribed funds. 


1The justification for an obsolesence allowance has been stated by 
the Board of Inland Revenue as follows:—“ . . where in the case of a 
continuing business assets are renewed, the loss involved in the re- 
newal is essential to the continued carrying on of the business, and 
is accordingly, and may be fairly regarded as, a proper charge against 
the profits of the continued production of the particular business. 
Obsolescence of plant is allowed on this ground, the loss due to re- 
newal being the actual loss of the obsolete plant, less any allowance 
already made by way of depreciation and anything realized on sale 
of the scrap.’”—Royal Commission on the Income Tax (1920), 7th In- 
stalment of Minutes of Evidence, p. 200. 

2The relevant provisions of the Income War Tax Act are as 
follows:— 

“Sec. 5. ‘Income’ as hereinbefore defined shall for the purpose of 
this Act be subject to the following exemptions and deductions:— 

(a) Such reasonable amount as the Minister, in his discre- 

tion, may allow for depreciation, and the Minister in determining 

the income derived from mining and from oil and gas wells and 

timber limits shall make such an allowance for the exhaustion of 

the mines, wells and timber limits as he may deem just and fair;” 

“Sec. 6. In computing the amount of the profits or gains to be 
assessed, a deduction shall not be allowed in respect of ...... 

(b) any outlay, loss or replacement of capital or any pay- 
ment on account of capital or any depreciation, depletion or obso- 
lescence, except as otherwise provided in this Act;” 
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should be promptly amended? Would obsolescence relief, if 
granted, contribute to industrial progress in Canada as it 
is said to do in Great Britain? These questions this memor- 
andum attempts to answer. 

In the first section a brief survey is given of the 
development of policy and the present practice in regard to 
obsolescence allowances in Great Britain, the United States 
and Australia. In the second, the highly technical subject 
of depreciation is considered in relation to obsolescence, 
with a view to discovering whether, despite the disallow- 
ance in the Dominion Act of obsolescence relief as such, 
it is possible for its equivalent to be obtained through extra 
allowances for depreciation. In the third, the extent to 
which obsolescence relief might encourage plant replace- 
ment in Canada is discussed. Finally, the conclusions are 
brought together and summarized. 


Obsolescence Allowances in Great Britain 

Although depreciation allowances were first formally 
legalized in 1878, they were in fact permitted by some bodies 
of commissioners for thirty years or more before that date, 
apparently without opposition on the part of the revenue 
authorities. 

Obsolescence relief, too, was granted as a matter of 
practice long before it became statutory. The 1878 Act 
provided for an allowance only in respect of “diminished 
value by reason of wear and tear.”* In 1894 the courts 
denied a claim for obsolescence relief under this Act, hold- 
ing that “wear and tear means nothing more than the 
physical depreciation of the subject apart from its being 
rendered less useful by the discovery of better machinery 
or better modes of doing the same thing.’* Appeals to 
the government to allow for obsolescence followed, and in 
1897 brought a favourable response. In that year the Chan- 
cellor of the Exchequer notified the Association of Chambers 
of Commerce by letter that obsolescence relief would be 





341 and 42 Vict., c. 15, s. 12. 

4Burnley Steamship Co. v. Aiken (Surveyor of Taxes) 1894. 3 
Tax Cas. 275. Scot. (Quotation from Judgment of Lord McLaren). 
The Court held that the District Commissioners had rightly rejected 
the claim. 

In Canada also “it is not admitted that obsolescence is really a 
form of depreciation.” Plaxton and Varcoe, Dominion Income Tar 
Law, 2nd edition (1930), p. 233. 
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permitted. The Association published the letter, but no 
official steps were taken to keep this purely administrative 
arrangement before the minds of manufacturers and others 
concerned, nor, apparently, were the local tax collectors 
as a body instructed to grant the allowance. Consequently, 
the arrangement was not uniformly applied. This unsat- 
isfactory situation was, however, remedied in 1918 when 
the allowance was provided for by law. The relevant pro- 
visions of the authorizing statute (Finance Act, 1918, Sec. 
24(3)) was worded as follows: 


In estimating the profits or gains of any trade, manufacture, 
adventure, or concern in the nature of trade chargeable under 
Schedule D., or the profits of any concern chargeable by reference 
to the rules of that Schedule, there shall be allowed to be deducted 
as expenses incurred in any year so much of any amount expended 
in that year in replacing any plant or machinery which has be- 
come obsolete as is equivalent to the cost of the plant or machinery 
replaced after deducting from that cost the total amount of any 
allowances which have at any time been made in estimating profits 
or gains as aforesaid on account of the wear and tear of that 
plant and machinery and any sum realised by the sale of that ma- 
chinery or plant. 


It will be noted that in order to obtain the obsolescence 
allowance it was necessary that the obsolete equipment be 
replaced. A number of witnesses before the Royal Commis- 
sion on the Income Tax (1919 to 1920) urged that the allow- 
ance should be permitted whether or not the scrapped ma- 
chinery or plant was replaced,® and in its report the Com- 


5This letter, dated May 28, 1897, was written in reply to a Memorial 
submitted by the Association in which it was complained that depre- 
ciation allowances were insufficient and that no allowance was made 
for the cost of replacing machinery which had become obsolete. The 
portion of the letter dealing with the second point read as follows: 

“... the Board of Inland Revenue have given instructions 
to their Surveyor at Leicester, which is particularly referred to 
in the Memorial, that, where a claim is made in respect of the 
introduction of more modern machinery in a factory, no objection 
is to be taken to the allowance, as a deduction from the assess- 
able profits of the year, of so much of the cost of replacement as 
is represented by the existing value of the machinery replaced. 
Any excess in the cost of the new machinery over the actual pres- 
ent value of the old, is in addition to the capital of the business, 
and cannot properly be regarded as a charge upon revenue for 
the purposes of the income tax assessment. 

“|. . similar instructions will be given to surveyors in other 
districts when this question arises there.’—Report of the De- 
partmental Committee on Income Tax (1905, Cd. 2575), appendix 
No. V. 
6The following statement by one witness (Mr. G. P. Norton, the 
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mission made a recommendation to this effect,’ but despite 
persistent representation to the revenue authorities by the 
Association of Chambers of Commerce, the Federation of 
British Industries, and other influential organizations in 
favour of the Commission’s recommendation, it has not yet 
been carried out. 

While these organizations have so far failed to get the 
replacement condition removed, they have succeeded in in- 
ducing the authorities to broaden their interpretation of 
what constitutes replacement. For many years the officials 
limited the obsolescence allowance to cases where old plant 
or machinery was replaced by plant or machinery perform- 
ing exactly the same functions. Inevitably, this narrow 
construction of the law was the cause of much dissatisfac- 
tion. To no small extent machinery was being rendered 
obsolete through fundamental changes in industry involv- 
ing the introduction of new processes. Where this occurred 
no obsolescence relief was granted. The situation may be 
illustrated by reference to the electricity industry. For 
some time, electricity undertakings have been scrapping 
their generating plant and purchasing current in bulk from 
other companies. The generating plant is not replaced, 
but transformers are installed in order to carry on the busi- 
ness on the new lines. Up to 1931, claims for obsolescence 
relief by such undertakings were denied, “on the ground 
that the character of the business had been changed, and 
there was no ‘replacement of plant or machinery which has 
become obsolete’ within the meaning of the rule in the In- 


senior partner in a firm of chartered accountants long associated with 
the textile industry) will serve for illustration: 

“We think it obvious that allowances for obsolescence should 
be granted whether or not the plant is actually replaced, or, in 
any case where it applies, whether or not the building is replaced. 
To make replacement a stipulation is unreasonable in itself, and 
in modern conditions it is frequently impracticable to apply this 
stipulation to actual practice. If the fact of obsolescence be ad- 
mitted, allowance should follow as a matter of course.”—Royal 
Commission on the Income Tax (1919), 3rd Instalment, Minutes 
of Evidence, p. 379. 
7™At present the obsolescence allowance can be granted only when 

the obsolete plant or machinery is replaced, but we recommend that 
it should be given in the case of machinery or plant disused for any 
reason, whether replaced or not, except where the disuse is the result 
of the discontinuance of a business, when it cannot properly be dis- 
tinguished from the general capital loss entailed by cessation.”—Re- 
port of the Royal Commission, p. 49, par. 215. 
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come Tax Act.”® Since that date a more liberal interpre- 
tation of the rule has been adopted. So long as the instal- 
lation of new plant in the place of existing plant does not 
change the essential purpose of a business—which in the 
illustrative case is the supply of electricity to consumers— 
the obsolescence allowance is now permitted. The adoption 
of the more generous view of ‘replacement’ was announced 
by Mr. Snowden in his budget speech of 10th September 
1931,° and amended instructions on the subject were shortly 
afterwards issued by the Board of Inland Revenue to its 
inspectors of taxes.’° 

The obsolescence allowance takes the form of a deduc- 
tion from the taxable profits of the year in which the obso- 
lescence occurs. Consequently, if there should be no profit, 
but a loss instead, the loss will be swollen by the amount 
allowed as obsolescence relief. By Section 33(1) of the 
Finance Act of 1926, a provision still in effect, this loss may, 
however, be carried forward and set off against profits for 
the six following years. 


Obsolescence Allowances in the United States 

Although the United States has had a constitutional in- 
come tax since 1913 only, the obsolescence allowance had 
its inception under the federal corporation tax—a thinly 
disguised income tax—of 1909. Prior to 1918 the allowance 
could be claimed only in the year when the asset was ac- 
tually discarded. If the income of that year was less than 
the allowable deduction, the taxpayer was not permitted, 
as he is in Great Britain, to carry forward the resulting 
loss to succeeding years, for in the United States a period 


of only one year is looked at in the determination of income 


tax. 
It frequently happened, therefore, that a taxpayer was 
unable to obtain the full benefit of his obsolescence allow- 


8Statement made to the Committee of the Association of British 
Chambers of Commerce by Mr. P. J. Grigg, the Chairman of the Board 
of Inland Revenue. 

®Mr. Snowden said: “I may add also that the practice in regard 
to the allowance for obsolescence of plant and machinery has been for 
some time under consideration. Complaints have been made that too 
narrow a view has been taken of what constitutes replacement for 
the purposes of this allowance. In future, it is proposed to take a 
somewhat more liberal view than has been taken in the past, and in 
this way it is hoped to encourage the scrapping of old plant and its 
replacement by new.” 

10Statement cit. note (8) sup. 
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ance. Since 1918, however, this situation has in a measure 
been relieved. Often it is possible to predict with reason- 
able accuracy that in some definite time in the future, prior 
to the expiration of its normal useful life, an asset will 
become obsolete. In such cases, by virtue of legislative 
and administrative provisions which have been operative 
during the past eighteen years, the obsolescence allowance 
may be spread over the years between the date when obso- 
lesence is definitely foreseen and the date when the asset 
will actually be discarded. If, for example, it becomes 
apparent in 1936 that a machine which was originally ex- 
pected to function until 1945 will, as a consequence of 
technical improvements, changed economic conditions, or 
other causes, need to be replaced in 1939, the taxpayer may 
deduct for each of the years 1937, 1938 and 1939 one-third 
of the difference between the depreciated cost of the ma- 
chine in 1936 and its estimated scrap value in 1939.12, Where 
obsolescence cannot be so predicted, but takes the form of 
the sudden termination of usefulness of an asset as the 
consequence of some unforeseen cause, the allowance may 
still be charged off only in one year, namely that in which 
the asset is in fact withdrawn from use.'* 





11The source of the above information is the Internal Revenue 
Cumulative Bulletin, I-I of January-June, 1922, pp. 164-165. 

12See Bureau of Internal Revenue Bulletin “F” (Revised January, 
1931) entitled “Income Tax Depreciation and Obsolescence,” Revenue 
Act of 1928. 

13Sudden obsolescence is properly denoted in the United States 
“loss of useful value.” Obsolescence (apart from “loss of useful value”) 
the authorities separate into normal obsolescence and obsolescence 
other than normal. Normal obsolescence is defined as “the gradual 
exhaustion of the usefulness of particular property employed in trade 
or business... due... to the introduction from time to time in 
the art or industry generally of minor improvements and changes 
which render the particular property relatively less efficient and which 
improvements and changes experience shows are practically bound to 
occur.” Normal obsolescence is included in the deduction for depre- 
ciation and is not for income tax purposes set up as a separate 
deduction. 

In strict American usage obsolescence means obsolescence other 
than normal, as distinct from normal obsolescence and loss of useful 
value. Obsolescence in this sense is defined as “the process of becom- 
ing obsolete, brought about by the progress of the arts and sciences, 
changed economic conditions, legislation, or otherwise, whereby it can 
be predicted with reasonable accuracy that property used in the trade 
or business will be useless at a definite future date prior to the ex- 
piration of the normal useful life of the property.” 

Bulletin “F,” cit. sup., supplemented by information contained in 
letters received from the Chief of Section of the Bureau of Internal 
Revenue. 
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Unlike Great Britain then, the United States allows the 
taxpayer to deduct for obsolescence before it has culminated 
in obsoleteness. There are two other important respects 
in which the treatment of obsolescence differs in the two 
countries: 

(1) In the United States, the obsolescence is not limited 
as it is in Great Britain to plant and machinery, but is 
granted also in respect of other forms of property.‘ Even 
intangible property in the form of patents, licenses, and 
franchises, may be the subject of an obsolescence allowance. 

(2) Relief is granted in the United States whether the 
obsolete asset is replaced or not. In the case of “loss of 
useful value” the allowance may be claimed even though 
the business is actually terminated.’® 


Obsolescence Allowances in Australia 


Under the Income Tax Acts of the Commonwealth and 
some of the States, the taxpayer is permitted to claim as 
a deduction from assessable income any loss made when 
an asset subject to depreciation is sold or scrapped, the 
measure of loss being the difference between the depre- 
ciated value of the asset and the amount obtained for it.’® 


14Particularly buildings used for business, including hotels. 

15When, through some change in business conditions, the useful- 
ness in the business of some or all of the capital assets is suddenly 
terminated, so that the taxpayer discontinues the business or discards 
such assets permanently from use in such business, he may claim as 
a loss for the year in which he takes such action the difference between 
the basis (adjusted as provided in section 113(b) and articles 113(a) 
(14)-1, 113(b)-1, and 113(b)-2) and the salvage value of the property. 
This exception to the rule requiring a sale or other disposition of 
property in order to establish a loss requires proof of some unforeseen 
cause by reason of which the property has been prematurely discarded, 
as, for example, where an increase in the cost or change in the manu- 
facture of any product makes it necessary to abandon such manu- 
facture, to which special machinery is exclusively devoted, or where 
new legislation directly or indirectly makes the continued profitable 
use of the property impossible. This exception does not extend to a 
case where the useful life of property terminates solely as a result 
of those gradual processes for which depreciation allowances are 
authorized. It does not apply to inventories or to other than capital 
assets. The exception applies to buildings only when they are per- 
manently abandoned or permanently devoted to a radically different 
use, and to machinery only when its use as such is permanently 
abandoned. Any loss to be deductible under this exception must be 
fully explained in the return of income.—Art. 23(e)-3, Income Tax 
Regulations 94, (Revenue Act of 1936). 

16Commonwealth of Australia. Third Report of the Royal Com- 
mission on Taxation (1934), p. 100; N.B. Rydge and J. B. Collier, 
Commonwealth Income Tax Acts, 1922-1929 and Regulations Thereunder 
(Sydney, 1929). 
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Thus, although nowhere in the Acts does the word ‘ob- 
solescence’ actually appear, an obsolescence allowance is in 
fact made. The allowance in the form described was first 
provided for in the Commonwealth Act of 1927. 


Depreciation in Relation to Obsolescence 


The importance to industry in any country of obso- 
lescence allowances will obviously be the smaller, the more 
liberal is the policy adopted there with respect to deprecia- 
tion relief. The higher the rates of depreciation allowed, 
the sooner will the asset be written off, and the smaller 
the margin left, when technical or economic changes shorten 
the anticipated useful life of the asset, to be recovered 
through an obsolescence allowance. Even this small margin 
may shrink or disappear if the revenue authorities can be 
persuaded to increase the depreciation allowance in view of 
the necessity for prematurely discarding the asset, or if 
some other means are open to the taxpayer to obtain obso- 
lescence relief through what is nominally a depreciation 
allowance. To what extent, if at all, are Canadian manu- 
facturers able to obtain in the form of depreciation allow- 
ances deductions which enable them to cover the cost of 
assets rendered unexpectedly short-lived? In other words, 
is it possible in Canada, despite the disallowance in the 
Income War Tax Act of deductions for obsolescence, to obtain 
what is obsolescence relief in form though not in name? 


Despite the difficult and technical nature of this ques- 
tion, an attempt must be made to discuss and answer it. 


First, as to the level of published depreciation rates 
for plant and machinery. Do these rates in Canada exceed 
those in Great Britain, the United States and Australia, and 
to that degree reduce the need for a specific obsolescence 
allowance such as these other countries grant? Unfor- 
tunately, differences in the arrangement and classification 
of items in the several countries preclude close comparison. 
Whereas in Canada, for machinery and plant, there is only 
a single rate given, namely 10 per cent.,'’ in the United 
States different forms of plant and machinery are itemized 
in great detail, with separate rates for each item.** The 
~~ a7Regulation of the Department of National Revenue, Income Tax 
Branch, July 19, 1933. 

18Depreciation Studies, Preliminary Report of the Bureau of In- 
ternal Revenue, January 1931. 
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Australian practice approximates the American,” while, in 
Great Britain, although there is far less particularization 
of rates than in the United States, subdivision and classifica- 
tion is carried much further than in Canada. In Great 
Britain depreciation rates have been published for about 
seventy industries or trades, to each of which is assigned 
a definite rate for plant or machinery, in many instances 
two or more rates for different types of plant or machinery.” 
While the Canadian rate appears to be somewhat higher 
than the average of the published American rates the two 
may no longer be validly compared, for the use of the latter 
has been almost entirely discontinued. The practice in the 
United States is now to establish the rates of depreciation 
in each individual case upon the basis of the record in that 
case, and to change these rates whenever it is determined 
that a correction is necessary in order to spread the cost 
of assets over their useful lives.” In view of this practice, 
it may be doubted whether the depreciation allowances on 
plant and machinery as a composite class obtained by Amer- 
ican manufacturers are in fact less liberal than the allow- 
ances permitted their Canadian confréres. It would seem 
though that in Canada manufacturers receive slightly better 
treatment than in Australia, and materially better treat- 
ment than in Great Britain. Thus, as against 10 per cent. 
on prime cost in Canada, the allowances for plant and ma- 
chinery in Great Britain range from 5 to 10 per cent. (with 
few items depreciable at over 714 per cent.) on written-down 





19The standard rates of depreciation allowed by the Commonwealth 
Commissioner are given in Rydge and Collier, op. cit., pp. 311-325. 

20The schedule of rates is given in a booklet by R. Staples en- 
titled “Income Tax Relief for Obsolescence” (London, 1936). 

21A letter, dated January 6, 1937, received from the Bureau of 
Internal Revenue states the present practice as follows: 

“In the United States the general rule for the determination 
of depreciation is that in each particular case depreciation should 
be established as nearly as possible to return the cost of assets 
over their useful life. This office regularly approves depreciation 
either by items, groups or a composite of the entire assets of the 
taxpayer. The rates of depreciation, which were set forth in a 
bulletin entitled “Depreciation Studies,” published in 1931, were 
to be used as a guide only and were not for universal application. 
As a matter of fact, the use of these studies has been almost 
entirely discontinued, and at the present time the rates of depre- 
ciation are established in each individual case, based upon the 
record in that case. 

* . As an illustration of this difference of rates in the 
United States, it can be stated that to the writer’s knowledge, the 
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cost.22, In comparison with the manufacturer in Great 
Britain then, the Canadian manufacturer does receive 
moderate compensation, in the form of a more favourable 
depreciation allowance, to offset the denial of obsolescence 
relief. To this extent the need for special relief for obso- 
lescence losses is less in Canada than in Great Britain. 
The Income Tax Acts considered in no case stipulate 
specific rates of depreciation. Each Act simply instructs 
the appropriate authority (in Canada, the Minister) to 
permit a reasonable allowance. Although in Canada, 
Australia and Great Britain—in contrast with the United 
States—the published rates are generally applied,”* it lies 
in the discretion of the appropriate authority to make ad- 
justments in these rates to meet exceptional circumstances. 
At once then the question arises, is the scrapping of equip- 
ment, at a time when only a part of its cost has been written 
off, regarded in Canada as an exceptional circumstance war- 
ranting an additional allowance tantamount to obsolescence 
relief? The writer has it on the best authority that the 
answer must be “No,” with this minor qualification: that 
if the amount is small, as where a fairly old machine is 
discarded, it is possible that the Department might let 
a claim for an additional depreciation allowance go through 
without bothering. But the Act makes no allowance for 





rate of depreciation for each large steel manufacturer in this 

country is different.” 

The principles governing the computation of depreciation allow- 
ances in the United States under the new policy is laid down in Treas- 
ury Decision 4422 of February 1934. 

Following the promulgation of this decision Mimeograph 4170 was 
issued on April 4, 1934, setting forth the manner in which information 
should be prepared by the taxpayer in support of claims for deprecia- 
tion allowances. 

22The different results given by the two methods are shown below: 

Percentage of the cost of an asset still to be allowed for, when 
depreciation is based on written down cost, at the time when by 
the use of the prime cost basis the asset is fully written off: 


When the rate of depreciation is 10 %...... 34.88% 
When the rate of depreciation is 74%4%...... 35.78% 
When the rate of depreciation is 5 %...... 35.99% 


The agreed normal rates of depreciation in Great Britain are sub- 
ject, under Section 18 of the Finance Act of 1932, to an increase of 10%. 


23The rates shown in the published British schedule have been 
negotiated with the Board of Inland Revenue by the trade association 
concerned. Subject to the concurrence of the local Commissioners, 
the agreed rates are allowed to all the members of the association. Re- 
port of the Royal Commission on the Income Tax (1920), par. 210; 
Staples, op. cit. 
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obsolescence, and the Commissioner applies the basic law 
with no leeway whatever if the amount in question is large, 
for example, when plant or machinery in fairly good con- 
dition is scrapped in order to install equipment of an im- 
proved type. 

With the possible exception then of cases so inconse- 
quential that they may be ignored, the Canadian manufac- 
turer is unable to obtain taxation relief for obsolescence 
losses through the grace of the Commissioner. Are there 
then any other ways open to him by which he may secure 
such relief? Inquiries among manufacturers and their ac- 
countants have revealed that there are, in fact, two methods, 
the first of which at least is in wide use. These methods are 
as follows: 

(1) If machines which have been withdrawn from use 
before their cost has been fully written off are kept on hand, 
instead of being destroyed or sold for salvage, the owner 
can continue obtaining the usual depreciation allowance 
up to the point where the cost has been fully covered. 

(2) In Canada, the depreciation allowance may be taken 
on the cost of plant and machinery as a whole, without 
reference to component items. Of these items some may 
have to be discarded in less than ten years, but others may 
last longer. Consequently, a 10 per cent. rate of deprecia- 
tion, though inadequate for the former, will permit the 
latter to be completely written off while they have still 
some years of life ahead. By continuing to deduct for 
depreciation on long-lived assets after they have been 100 
per cent. written off, a taxpayer may make up any deficiency 
in the depreciation allowance on the short-lived assets.** 

To guard against excessive allowances for depreciation 
the Revenue Department in 1935 issued a ruling which 
provided that after 80 per cent. of the admitted cost of 
assets had been written off all further allowances of de- 
preciation on these assets were to be calculated on the re- 
maining balance of 20 per cent. In other words, on this 
balance the allowance for plant and machinery would in 
future be only 2 per cent. of the prime cost instead of, as 

24Such depreciation of asset units beyond 100% is permissible 


under Dominion practice provided the group to which such fully de- 
preciated assets belong has, in total, a depreciable balance. 
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hitherto, 10 per cent.”> It is understood, however, that 
where the taxpayer bases depreciation on plant ledger 
records of either individual items or groups of items of 
similar age or character, or, in the absence of such records, 
deletes from his plant account and depreciation reserves, 
items or groups of items whose age would imply that they 
had been fully depreciated, the 80 per cent. ruling is at 
present not applied. The effect of this ruling will be to 
make it more difficult for taxpayers to obtain any obso- 
lescence relief indirectly by the second method. To that 
extent, the need for direct obsolescence relief becomes 


greater.”° 


Obsolescence Relief and Plant Replacement Policies 


There remains for brief consideration the value of obso- 
lescence relief as a stimulus to the modernization of plant. 
When the question whether old plant equipment should be 
replaced with new arises, a manufacturer has to weigh a 
number of factors, including on the one hand, the ground 
he may lose to competitors if he permits them to outstrip 
him in the installation of the most up-to-date equipment, 
and on the other hand, the extent to which new outlays 
are likely to be recouped through additional profits, Among 
the factors influencing his decision obsolescence relief is un- 
likely to loom large unless taxation is heavy and the pro- 
portion of the cost of the old equipment still to be allowed 
for through deductions is substantial. In Great Britain, 


25As an illustration of the kind of occurrence which the 80% 
ruling was issued to prevent the following may be given: A manufac- 
turer has a plant of $100,000 which, at the end of last year, was 80% 
depreciated. During the present year he spends $50,000 on the plant, 
bringing the total investment to $150,000. He then writes off $15,000 
a year on this for three years, by which time the reserve is $125,000. 
It is evident, therefore, that in this period he has not only written 
off the remaining $20,000 of the original plant, but he has written off 
$25,000 of the new plant, or 50% of the latter in the space of three 
years, or 162/3% per annum. Practically, this is tantamount to ob- 
taining through depreciation the capital losses not allowable, which 
would ordinarily be sustained through the operation of orthodox retire- 
ment accounting. 

26It would appear that the Revenue Department intends to make 
it equally difficult for taxpayers to obtain any obsolescence relief in- 
directly by the first method noted above, for, in making the return of 
income for the year 1936, corporations are for the first time required 
to answer the following question: 

“Has a claim for depreciation been made in respect of abandoned 
or discarded assets? If so, give particulars.” (Form T2-1936, Q. 28) 
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where the tax on profits is 2214 per cent., and where rates 
of depreciation are based on an excessive estimate of the 
normal useful life of equipment, the amount of tax abate- 
ment obtainable by virtue of the obsolescence allowance may 
often be so considerable as to constitute an attractive pro- 
portion—perhaps 10 per cent. or more—of the cost of re- 
placements. Under such circumstances it is not surprising 
that through their principal organizations, industrialists 
have been unremitting in their efforts to obtain from par- 
liament and from the revenue authorities the maximum 
of justifiable obsolescence relief. It is important to note, 
however, that it is essentially the inadequacy of the depre- 
ciation allowances which has made the need for obsolescence 
relief in Great Britain so great. Since it was first granted, 
obsolescence relief has become of increasing importance to 
British industry, for foreign competition has steadily grown 
more intense while the pace of technical progress has been 
quickened. Added to this, under the circumstances of the 
post-war world, the British industrial system has been faced 
with the necessity for effecting drastic readjustments. 

The conditions which make obsolescence relief so bene- 
ficial to industry in Great Britain are present in Canada 
only to a much lesser degree. Depreciation allowances, as 
already shown, are more generous, while, as the industrial 
system is still comparatively new and, it may be added, 
tenderly nurtured by protective tariffs, no sweeping re- 
adjustments have had to be made. Perhaps also there 
are temperamental differences between the Canadian and 
British manufacturer which would incline the former to 
attach smaller weight to obsolescence relief when he is con- 
templating the replacement of old plant; it may be that he 
is somewhat more flexible than the British manufacturer, 
less reluctant to depart from established methods, readier 
to seize on and adopt new ways, in short, temperamentally 
somewhat akin to the American manufacturer. 

Nevertheless, even under Canadian conditions there are 
a number of industries to which obsolescence relief would 
be important. Examples are full-fashioned hosiery, furni- 
ture, some metal lines, and lake shipping. Thus, a well- 
known hosiery manufacturer advises the writer: “We be- 
lieve that obsolescence is, in this industry, of far greater 
importance than depreciation, and we are sure that this is 
true of many other industries.” The case of lake shipping 
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is illuminating. The standard depreciation allowance on 
steel steam vessels is 4 per cent., so that provision is made 
for writing off their cost in twenty-five years. During the 
last ten years, and more particularly in the last five years, 
freight ships of an improved and Diesel-driven type have 
been developed which permit of a saving of 20 per cent. in 
the cost of carrying a bushel of grain. Although the cost 
of building these ships is only slightly above the cost of 
ships built ten years ago, only one or two of them have yet 
made their appearance on the lakes. It is not necessary 
to analyze the several factors responsible for the depressed 
condition of the lake shipping business. For the purposes 
of this memorandum it is sufficient to point out that here 
is an important industry in which depreciation rates are 
inadequate, and in which there is an excess of obsolete 
equipment. It can hardly be doubted that obsolescence re- 
lief would encourage the more speedy modernization of 
Canadian lake shipping. 

As to the cost of obsolescence relief to the Treasury, 
no estimate is attempted. In Canada the cost would, in 
all probability, not be consequential, while, to the extent 
that the relief encouraged speedy replacement of outmoded 
equipment, the cost might very well be more than returned 
to the Treasury by enabling it to tax larger profits. 

Any policy likely to stimulate the demand for plant 
equipment merits particular consideration in times of deep 
depression, for it has long been a matter of observation 
that, in the downward phase of the trade cycle, activity 
recedes more rapidly in the trades producing capital goods 
than in the trades producing consumable goods, and that 
recovery sets in when the capital goods industries begin to 
revive. 

Conclusions 

The following conclusions then seem warranted: 

(1) Unless, under the income tax law of their country, 
manufacturers are allowed rates of depreciation so high 
as to ensure the writing off of any form of plant or ma- 
chinery during its life, they ought, in equity, to be granted 
tax relief for obsolescence losses. 

(2) In Great Britain depreciation rates are relatively 
low while, especially since the war, the need for industrial 
re-adaptation has been great. These circumstances have 
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made obsolescence relief much more important to industry 
there than it would be to Canadian industry if it were 
granted here. 

(3) Even though obsolescence relief as such is not given 
in Canada there are two methods by which the taxpayer is 
frequently able to obtain, by indirect means, its equivalent. 

(4) Because there may be many firms not aware of 
these indirect methods of obtaining obsolescence relief, and 
because obsolescence relief is justifiable in principle, it is 
desirable that obsolescence be recognized in the Canadian in- 
come tax law. 

(5) There are certain Canadian industries which find 
the admitted rates of depreciation inadequate. To these 
the institution of obsolescence relief would be of consider- 
able assistance. 


THE DUTIES OF AUDITORS 
The Case of In re S. P. Catterson & Sons, Limited 


A CASE of interest to accountants recently arose in the 
English courts before Mr. Justice Bennett in the Chan- 
cery Division. The question for decision was the extent 
of a company auditor’s duties and his responsibility for 
misappropriation of funds by an employee of the company. 
S. P. Catterson and Sons, Limited, a private company, was 
being wound up and the liquidator issued a summons against 
Charles Ryland Beeby, a chartered accountant, claiming 
that he was negligent in the performance of his duties as 
auditor to the company, and that as a consequence an em- 
ployee was enabled to appropriate funds to his own use 
for which the auditor should compensate the company. 

The judgment which was delivered, after a lengthy hear- 
ing, on 10th February 1937 is reported in The Accountant 
(London) in the issue of 27th February 1937. 


Method of Keeping Accounts 
The company dealt in electric lamps and appliances, 
maintaining as part of their business a showroom in charge 
of one Spicer, from which sales were made for cash or 
credit. During a period of four years Spicer succeeded in 
misappropriating at least £250 and it was alleged that the 
company’s auditor should have discovered this fraudulent 
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conduct in the course of his regular duties. The specific 
negligence for which it was claimed the auditor should be 
responsible was his failure to check the cash received by 
Spicer in an adequate manner, 

The system used in the showroom for keeping a record 
of sales was adapted for the cash sales rather than for 
those on credit. The salesman employed, so-called, invoice 
books containing two duplicate pages for each transaction 
and these were numbered consecutively. Upon a sale being 
made the salesman recorded it in duplicate, handing one 
copy to the customer and retaining the other in the invoice 
book. The salesman was liable to the company for all trans- 
actions so recorded. The daily cash sales were taken off 
into the cash book, the number of the invoice being en- 
tered as well. At the end of the period for which the 
salesman must give an accounting the items entered since 
the last accounting were added up and the amount of the 
total was paid by the salesman to a director of the com- 
pany, who then drew up a “reconciliation” statement show- 
ing the number of bank notes, their denominations, the 
amount of coin and any cheques, which together agreed 
with the total shown in the daily sales cash book. This 
total was then recorded in the general cash book of the 
company and the moneys received were deposited in the 
bank. 

Method of Perpetrating Fraud 

When the invoice book was used for short credit sales 
the opportunity for misappropriation presented itself. In 
order to distinguish a credit from a cash sale, the invoice 
upon which credit had been given was turned up at the 
corner and it was not until payment had been received that 
the top copy would be given to the customer as a receipt 
and the corner of the lower copy turned down again. As 
a result entries of invoices in the daily sales cash book 
would not be in consecutive order according to number. 
It was therefore a comparatively simple matter for the 
salesman to conceal the fact that he had received payment 
for certain of the credit transactions. 


Method of Audit 


The report does not describe in detail the procedure 
adopted in making the audit, but it was clearly established 
that the directors of the company were frequently warned 
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as to the precautions that should be taken with respect to 
the showroom cash receipts. They were advised that they 
should at least insist that the daily invoices should be en- 
tered in the daily cash book on the same day and that the 
banking should be done daily. It was also recommended 
that a record of the credit transactions should be kept in 
the counting house. This advice was disregarded by the 
directors because they considered this system would be too 
cumbersome, 

The auditor did in fact check the cash book with the in- 
voices but no irregularities were disclosed, although 
throughout the period certain items had to be explained. 
There were duplicate entries which would have made the 
salesman accountable for the same sale twice and these 
were referred to in the auditor’s notes which he had re- 
tained. Items dealing with unpaid accounts were also re- 
ferred to in the notes which accounts, it subsequently ap- 
peared, had been paid and not accounted for. His notes 
indicated that all these items had been satisfactorily ex- 
plained although as several years had elapsed he was un- 
able to remember just what the explanations were. 


Judgment 

His Lordship emphasized the fact that the primary 
responsibility for the accounts of a company was with the 
directors. It was their duty to prepare the accounts which 
had to be submitted to the shareholders under the Com- 
panies Act. The auditors’ duties under the Act were to 
make a report to the shareholders upon the accounts they 
had examined and upon the balance sheet laid before the 
annual meeting. Their report should state whether or not 
they had obtained all the information and explanations that 
they had required, and whether in their opinion the balance 
sheet was properly drawn up so as to exhibit a true and 
correct view of the company’s affairs, according to the best 
of their information and the explanations given to them 
as shown on the books of the company. Their duty how- 
ever was not merely to examine the books but to verify 
them. But the directors as managers of the business were 
responsible for the system of accounting to be employed. 

It was the auditor’s duty, as far as possible and within 
reasonable limits, to see that the company had received 
the cash which it ought to have received from sales, in 
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order to verify the trading results shown on the balance 
sheet, yet his check of the cash in this case did not dis- 
close the defalcations. If a sundries ledger had been opened 
for the purpose of “taking care” of the credit transactions 
which would first be recorded in the day book it would 
have been a greatly preferable system, His Lordship 
thought, but the unsatisfactory system was known to the 
auditor who called to the attention of the directors its de- 
ficiencies and nevertheless they preferred to continue it. 
His Lordship was not prepared to hold that under the cir- 
cumstances there was any duty upon the auditor to insist 
that the system be changed. It was not his business to 
tell the directors how to carry on and conduct their account- 
ing system; he made his recommendations and if they were 
not acceded to, the responsibility was not the auditor’s but 
the directors’. 

The irregularity in the order in which the invoices were 
entered in the cash book might, His Lordship thought, have 
provoked inquiry if the invoices were to be regarded as 
receipts for moneys paid over by the salesman, but because 
of the system in vogue they could not be so regarded and 
the disorder was a natural consequence. It was only neces- 
sary in his opinion to see whether the salesman had ac- 
counted for the money for which, by his invoices, he ad- 
mitted he was accountable. Once the invoices were traced 
into the cash book, there the matter ended, so far as the 
auditor was concerned. 

The duplicate entries in the daily sales cash book de- 
manded an explanation, His Lordship thought, but he was 
satisfied by the production of the auditor’s notes that these 
were explained at the time. The learned judge was also 
satisfied that the references in the audit notes to unpaid 
accounts, whose proceeds the salesman actually misappro- 
priated, had been satisfactorily explained. He was not 
prepared to hold that any negligence had occurred merely 
because the auditor was unable to remember, after a lapse 
of seven years, what the explanation was. Nor was he 
prepared to hold that it was not possible for there to be 
any satisfactory explanation of the matters questioned. 

His Lordship did not consider that the auditor had dis- 
played any negligence in failing to notice the faint impres- 
sion of a receipt stamp on some of the invoices when his 
suspicions had not been aroused by any other matters. Nor 
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did he think that there was anything to arouse the atten- 
tion of a careful auditor in the fact that discount had been 
deducted on some of the duplicate invoices, which had ap- 
parently been pocketed by the salesman. He referred to 
the words of the late Lord Justice Lopes to say, “An audi- 
tor is merely a watchdog; he is not a bloodhound.” 

It was contended that the auditor should have opened 
up the reconciliation statements, made at the foot of the 
daily sales cash book when Spicer was accounting for cash 
received. Apparently these would not have corresponded 
with the actual cash receipts. However, as all the expert 
evidence given indicated that there was no duty to open 
up these particular reconciliation statements, when check- 
ing the cash book, unless the auditor’s suspicion had been 
aroused, this contention failed. 

In the result, the action was dismissed with costs, but 
as His Lordship considered that there was matter which 
required investigation and that the application was a proper 
one to be brought by the liquidator, he gave him liberty 
to recoup himself for these costs out of the assets of the 
estate, indicating that it would be proper for him to deduct 
his own costs as well. 


Purchase of Partnership 


Chartered Accountant would purchase interest of 
retiring partner in firm of Chartered Accountants. 
Reply to “Inquirer,” c/o The Canadian Chartered 
Accountant, 10 Adelaide Street East, Toronto. 


(Advertisement) 
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are pleased “—. to oblige our students. The course is under the direction 
of Professor W. S. Ferguson, C.A., A.C.I.S. Particulars may be had from 


SHAW SCHOOLS LIMITED, Bay & Charles Sts. 


TORONTO, CANADA KIngsdale 3165 








A Complete, Modern and Efficient Banking Service 


When you wish to send money by telegram, by draft or by 
money order, any branch of this Bank will do it for you with 
the utmost efficiency as part of its regular business. 


THE CANADIAN BANK OF COMMERCE 
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BALANCE SHEETS 


THEIR USE, ABUSE AND LIMITATIONS 
By A. E. Cutforth, C.B.E., F.C.A. 


This address delivered by Mr. Cutforth before the Wandsworth 
Technical Institute of London, England, explains the balance sheet 
in language that can be understood by the layman. Offprints of 
the address have been made from the March issue of THE CANADIAN 
CHARTERED ACCOUNTANT, and a copy will on application be sent, with- 
out charge, to anyone interested in getting a better understanding 
of the financial statements of companies. 


Possibly many of our readers in public practice would like a 
copy sent to persons who have on occasions been inquiring from 
them about certain items of the balance sheet. If a list of such 
persons is sent to us, a copy will be posted to each. 


THE CANADIAN CHARTERED ACCOUNTANT 


10 Adelaide Street East, Toronto 2. 


A Summary of 
PROVINCIAL TAXATION 


Respecting Corporations and Individuals 


This summary of the tax acts of all the nine provinces 
of Canada gives general information on the imposts on 
corporations and other businesses. It is put up in an 
attractive folder and is available at two dollars a copy. 
Orders should be sent to The Secretary-Treasurer, The 
Dominion Association of Chartered Accountants, 10 
Adelaide Street East, Toronto. 
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Matters of Interest to Members 

Meeting of Executive Committee—The mid-year meet- 
ing of the Executive Committee of The Dominion Associa- 
tion of Chartered Accountants was held 18th and 19th 
February in the office of the Secretary-Treasurer in To- 
ronto. There was a full attendance of its members who 
are as follows: George E, Winter, Vancouver, President; 
Frank A. Nightingale, Halifax, Vice-President; Alfred B. 
Shepard, Toronto, Immediate Past President; Kenneth W. 
Dalglish, Montreal, Chairman Finance Committee; and 
Austin H. Carr, Toronto, Secretary-Treasurer. Among the 
matters receiving the attention of the committee were the 
following: 

Acting upon the recommendation of council adopted by 
the annual meeting of 1936 that the executive committee 
appoint a special committee to consider the holding of an 
International Congress on Accounting in Canada about the 
year 1942, the following committee was appointed in De- 
cember last: K. W. Dalglish, Chairman; George E. Winter, 
F. A. Nightingale, A. B. Shepard, George C. McDonald of 
Montreal, Colonel H. D. Lockhart Gordon of Toronto, and 
John Parton of Winnipeg. The committee is getting for the 
next annual meeting particulars of the cost and other rele- 
vant information regarding the holding of a congress in 
Canada. Word has been received from the secretary of the 
Institute of Chartered Accountants in England and Wales 
that the next International Congress is to be held in 
Germany during the latter half of September 1938. 

In accordance with the decision of the last annual meet- 
ing that suggested revisions of the by-laws of the Associa- 
tion be brought in at the next annual meeting, the following 
committee on revision was appointed: George E. Winter, 
chairman, F. A. Nightingale, A. B. Shepard, K. W. Dalglish, 
W. R. Carmichael and W. S. Buttar. Messrs. Carmichael and 
Buttar, who were also in Vancouver, gave very considerable 
assistance to the President in the preparation of the draft 
by-laws after suggested amendments had been received 
from the members of the committee and from others, and 
this draft was reviewed by the executive committee. It 
was decided to send a copy of the proposed amendments 
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to all the members of council well in advance of the 1937 
annual meeting. 

Shortly after the meeting of the executive committee, 
the sad news came of the sudden death of Mr. Carmichael 
from pneumonia, to which reference is made in the obituary 
column this month. Mr. Carmichael was one of the out- 
standing members of the profession in Canada. During 
the years in which he lived in Vancouver he gave generously 
of his time and talents to the work of the local Institute 
and the Dominion Association, and many members in the 
other provinces who knew him personally were looking for- 
ward to seeing him at the annual meeting in Vancouver 
this year. At the funeral which was held on 6th March, 
the Association was represented by our President, Mr. 
Winter. 

Some months prior to the last annual meeting the pro- 
vincial Institutes were invited to send in suggested amend- 
ments of the Dominion Companies Act. In October last 
the committee on company legislation assembled the various 
suggestions in a memorandum which was sent to the Hon. 
Fernand Rinfret, Secretary of State, prior to the Dominion- 
Provincial conference in November. A copy of this mem- 
orandum has also been sent to the Secretaries of the pro- 
vincial Institutes for the information of our members. 

The Secretary-Treasurer reported that since the pub- 
lication last year by the Association of the summary of 
provincial taxation a considerable demand had been made 
for this information by those outside our membership with 
the result that the first issue of 2200 copies was nearly 
exhausted. Additional copies will be printed, and a sum- 
mary of the amendments for 1937 to provincial tax acts 
will be sent to members and subscribers to the service as 
soon as possible after the closing of the several legislatures. 

The report of progress of the committee on terminology, 
under the chairmanship of Mr. John Parton, was received. 
The committee plans to publish from time to time in THE 
CANADIAN CHARTERED ACCOUNTANT proposed definitions and 
to invite suggestions from members of the profession. In 
this way it is hoped that a useful dictionary of accounting 
terms will be compiled for the profession. 


The next annual meeting of the Dominion Association 
will be held in Vancouver, and the tentative dates are Aug- 
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ust 16th to 19th. Following the plan adopted last year 
the business and discussion periods of the meeting will 
likely be as follows: 

Monday morning, August 16th—Meeting of executive 

committee 

Monday afternoon, August 16th—Meeting of council 

Tuesday, August 17th—Meeting of council, continued 

Wednesday and Thursday—August 18th and 19th—gen- 

eral sessions 

A programme giving further details will be announced in 
THe CANADIAN CHARTERED ACCOUNTANT well in advance of 
the meeting. 

According to present plans, the President expects to 
visit the Institutes of Alberta, Saskatchewan and Manitoba 
during May or June, and the Secretary-Treasurer will visit 
the three Maritime Institutes about the first week in May. 
Following the meeting of the executive committee, Mr. 
Winter visited Montreal and on 22nd February was enter- 
tained at luncheon by the members of council of the Quebec 
Society. 

At noon on Thursday the members of the executive 
committee, the editorial committee and the President of 
the Ontario Institute were guests at a luncheon provided 
by Mr. A. B. Shepard at the Granite Club; and on Friday 
the members of the executive committee and of the edi- 
torial committee were guests at luncheon of Mr. Harold 
A. Shiach, chairman of the magazine committee, at which 
time the progress and future plans of THE CANADIAN CHAR- 
TERED ACCOUNTANT were discussed. On Friday evening the 
members were the guests of the Ontario Institute at their 
mid-year dinner. 





Our Contributors This Month 

Epaar Harotp Banks, one of the prize winners in 
The 1936 Essay Competition, was born in England, had his 
elementary school education there, and passed the McGill 
matriculation examinations after attending the Hoscote 
School in Montreal. He decided to enter the profession of 
the chartered accountant, and after following the prescribed 
course of apprenticeship and study of the Society of Char- 
tered Accountants of the Province of Quebec, which in- 
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cluded attendance at classes conducted by McGill Univer- 
sity, Mr. Banks passed the final examinations of the Society 
in 1934 and was admitted to membership. He is following 
the work of his profession with P. S. Ross & Sons, Montreal. 
His essay “Control Exercised Through the Medium of the 
Budget” is published this month. 


GEORGE OLIVER May was born at Teignmouth, England, 
in 1875, and educated at Blundell’s School, Tiverton, Devon- 
shire. He was first in order of merit and prizeman in the 
final examinations of the Institute of Chartered Accountants 
in England and Wales in 1896, and joined the staff of Price, 
Waterhouse & Co. in London, leaving for the United States 
in 1897, where during the past forty years he has been 
connected with that firm as a partner since 1901 and as 
senior partner since 1911. Mr. May acted as chairman of 
the special committee of the American Institute of Ac- 
countants on co-operation with stock exchanges 1930-35 and 
he has also been accounting adviser to the New York 
stock exchange since 1927. He has served on many gov- 
ernment committees in the United States and in other 
numerous public capacities. Among these appointments 
were: member of the Secretary of the Treasury’s commit- 
tee on allies’ finances, representative of the United States 
Treasury on the War Trade Board, 1918; member of the 
advisory committee of the Joint Congressional Committee 
on Internal Revenue, 1926-27; and member of the interna- 
tional committee for the valuation of Kreuger companies 
1934-35. He has been an expert witness before many Senate 
committees, including those on Stock Exchange Practices, 
in 1933, on Banking and Currency in 1934, and on the 
Revenue Act in 1935 and in 1936. He has served on the 
boards, either as director or president, of such bodies as 
the National Bureau of Economic Research, Council on 
Foreign Relations, Social Science Research Council, and the 
American Economic Association. He has also acted at 
various times as lecturer at Harvard Business School, Har- 
vard University, and Northwestern University, and has 
contributed on numerous occasions to economic and account- 
ancy journals in the United States. 


Dovuatas L. Ross is a native of Montreal and received his 
public and high school education there. He enlisted in 1915, 
and on his discharge in Toronto in 1918 joined the firm of 
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Clarkson, Gordon, Dilworth, Guilfoyle and Nash. He passed 
the final examinations of the Quebec Society in 1926 and 
that year was admitted a member of the Society. For the 
past decade he has specialized in the bankruptcy, liquidation 
and receivership field, and a few years ago collaborated with 
Harold J. Inns of the Better Business Bureau in the prepara- 
tion of a report on the administration of bankrupt estates. 
This report was widely circulated and was doubtless one of 
the factors which contributed to the amendment of the 
Bankruptcy Act of 1932 and the appointment of the Super- 
intendent of Bankruptcy. 


Wim H. Wynne, who writes this month on the 
provision for depreciation and obsolescence under our in- 
come tax laws, was born in London, England, and received 
his school education there. He is a graduate of Queen’s 
University, Kingston, (B.A. 1919; M.A. 1920) and of Cam- 
bridge University (Ph.D. 1926), and is a barrister-at-law 
of Gray’s Inn. In 1924-25 he was lecturer in Economics 
and Political Science at Queen’s University, and between 
1925-31 held academic appointments at William’s College, 
Massachusetts, Yale University, University of Michigan and 
the University of California, and in the years 1931-35 de- 
voted himself to research work in international finance in 
London, Paris and the United States as a research associate 
professor of Yale University. Numerous articles and book 
reviews from his pen have appeared in world known pub- 
lications as the “Journal of Political Economy,” “‘Yale Law 
Journal,” and the “Bankers’ Magazine” (London). He is at 
present located at the Citizens’ Research Institute of Can- 
ada, 137 Wellington Street West, Toronto, as director of a 
comprehensive study of taxation in Canada. 





Comments and Descriptions in Annual Reports of 
Corporations 

We publish this month some further comments and 
descriptions which have appeared in recent financial state- 
ments of companies incorporated under Dominion Statute. 

The publication of such comments here from time to time ts 
not necessarily to be regarded as approval of the form thereof 
by the Editorial Committee or by the Dominion Association of 
Chartered Accountants but rather as information for readers. 
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1. In addition to the usual form of cash account and 
balance sheet of life assurance companies, The Mutual Life 
Assurance Company of Canada in its Sixty-Seventh Annual 
Statement, dated 28th January 1937, published the follow- 


ing: 


PROFIT AND LOSS ACCOUNT 
(for the year ending December 31st, 1936) 
SURPLUS FUNDS as at December 31st, 1935, consisting of: 

$ 


General Investment Reserve ............ 
Policy Reserve Adjustment Fund ....... 
Free Surplus for Contingencies ........ 


INCOME 


wo Oo eee 
Interest, Dividends and Rents (after 
ITAMNON Or BDMBBR): oo sj0< 000 cssc cs 
Policy Proceeds, Dividends and other 
Amounts left with the Company ...... 
Profit and Appreciation on Ledger Assets 


EXPENDITURES AND RESERVES 


Death and Disability Claims, Matured 
Endowments, Surrendered Policies, 
Supplementary Contracts, etc. ........ 

Increase in Actuarial Reserve and 
Amounts left with the Company ...... 

Commissions, Taxes and General Expen- 


eae oho s a eninic nd Gis Sistas cisa wa ste 
Loss and Depreciation on Ledger Assets 
Amount Written off Head Office Premises 


SURPLUS EARNINGS FOR YEAR ...... 


Special Charges: 

Specific Reserve against Loss of Principal 
on Mortgages and Sale Agreements .. 

Ro MUNIN oo Gof forse ks sla 6 0'4 16 wove 


NET AMOUNT TRANSFERRED TO 
SURPLUS FUNDS. .......scccccsccees 


UE aac rw wisigt was NE Re ees, s 


DEDUCT: Surplus Paid or Allotted to 
ENRMIIEEN vase fuss gies 5169 aces seieninsws.s 


eee eee 


seeeee 


eeeeee 


SURPLUS FUNDS as at December 31st, 1936, — of: 


General Investment Reserve ........... 
Policy Reserve Adjustment Fund ...... 
Free Surplus for Contingencies ........ 
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2. The Auditors’ Report to the shareholders of The 
Goodyear Tire and Rubber Company of Canada, Limited, dated 
lst February 1937 is as follows: 


We have made an examination of the consolidated balance 
sheet of The Goodyear Tire and Rubber Company of Canada, 
Limited and its subsidiary companies as at December 31, 1936. 
In connection therewith, we examined or tested accounting records 
and other supporting evidence, and obtained all the information 
and explanations which we required; we also made a general 
review of the accounting methods and of the operating and income 
accounts for the year, but our audit of the detailed transactions 
was confined to limited tests thereof. 

We satisfied ourselves that all charges to Property Accounts 
are in respect of actual additions, and sufficient provision has been 
made for accruing depreciation. The stocks on hand have been 
taken and valued by the Companies at cost or market prices, 
whichever were lower; the bad debt reserve is considered suf- 
ficient to provide for all doubtful accounts; the bank balances and 
call loans were confirmed by certificates, and we have taken all 
reasonable precautions to satisfy ourselves that all liabilities as 
at December 31, 1936, are included in the Balance Sheet. 


In our opinion, based upon such examination, the annexed 
consolidated balance sheet is drawn up so as to exhibit a true 
and correct view of the state of the affairs of the combined com- 
panies as at December 31, 1936, and the results from the opera- 
tions for the year ending on that date, according to the best of our 
information and the explanations given to us, and as shown by 
the books of the companies. 


8. The following appears in the balance sheet as at 31st 
December 1936 of Anglo-Norwegian Holdings Limited (Quebec 
charter) : 


INT FI SIE 6 5 6 5.0 o-oo pesmi sscche sek dacvaseeenis eg a)rasare 
Tonsbergs Hvalfangeri A/S:1,500 Shares of Kr. 1,000 each; 
Anglo-Norse Co., Ltd.: 170,219 Shares of £1 each; 

Falkland Whaling Co., Ltd.: 150,000 shares of £1 each; 
Star Whaling Co., Ltd.: 29,940 shares of £1 each. 

Notes: 1. During the year the subsidiary and 
associated Companies represented by the Invest- 
ments made profits, but in the case of the Falkland 
Whaling Company Ltd. no depreciation has been pro- 
vided for the five years ended 30th June, 1936. The 
Auditors’ certificates of the two Subsidiary Companies 
contain qualifications as to the value of investments. 

2. Current Assets have been converted at the 
rate of exchange ruling at the date of the Balance 
Sheet. 

3. There is a Contingent Liability under a guar- 
antee in respect of advances which may be made to 
a Subsidiary Company by its Bankers of an amount 
SE OE acc deS ee caewe cess cctcveceens ce 
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Metalliferous Mines Coming Into Production 

The following regulations respecting metalliferous mines 
coming into production within the meaning of section 89 
of the Income War Tax Act have been issued by the De- 
partment of National Revenue and published in The Canada 
Gazette: 

1. For the purpose of Section 89 of the Act, a metal- 
liferous mine shall be deemed to have come into production 
of ore in reasonable commercial quantities six months after 
the date when the company starts the shipment of ore or 
when milling operations actually start with a commercial 
milling unit. 

The said six months period is allowed as a period for 
the purposes of tuning up, adjustments and absorption. 

2. At the end of the said six months adjustment period 
the company shall be required to close its books for the 
purpose of commencing a new fiscal period. Fiscal periods 
thereafter shall be each of twelve months duration. 

8. If the day following the end of such six months period 
falls on a date after the first day of May, nineteen hundred 
and thirty-six and prior to the first day of January, nine- 
teen hundred and forty, then the company shall be exempt 
for a period of thirty-six months from such date. 

4. The Manager, President or Secretary of the com- 
pany shall be required to certify when the company started 
the shipment of ore or when milling operations actually 
started with a commercial milling unit. 

The Minister of National Revenue may request the Min- 
ister of Mines and Resources to appoint an appropriate 
officer to verify such certification. 

5. Commencing with the start of the six months ad- 
justment period all expenses incurred prior thereto in the 
development of the mine (buildings, machinery and cost 
of acquiring property excepted), shall be allowed as a de- 
duction and-shall be written off on the basis of so much 
per ton of ore milled or shipped, such rate per ton to be 
agreed upon by the Department of National Revenue and 
the company, but in any case not to exceed $3.00 per ton. 

The rate per ton established shall remain unchanged 
until the pre-production expenditures are written off. 

6. Expenditures for shafts which are sunk after the 
commencement of milling operations of ore shipments shall 
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be written off on the basis of tonnage milled or shipped at 
the same rate per ton as fixed in respect of pre-production 
expense. 

7. Other development expenses incurred on the property 
during the period of tax exemption shall be charged to oper- 
ating costs during the said period of tax exemption; pro- 
vided, however, that where the Department of National 
Revenue is satisfied that the amount of development done 
is greater than that which would be normally required, a 
portion of such development expenses may be capitalized 
and written off, on a basis agreed upon by the Department 
of National Revenue and the company. 

8. The rate of depreciation established by the company 
and concurred in by the Department of National Revenue 
in respect to depreciable assets during the period of tax 
exemption shall continue to be the basis of depreciation 
after the said period. 

9. Notwithstanding the foregoing, the Minister of Na- 
tional Revenue, in conjunction with the Minister of Mines 
and Resources, may determine when a mine first comes into 
production of ore in reasonable commercial quantities, as 
to what mines, new or old, come within the exemption pro- 
vided for in the said Section 89, when an excess of develop- 
ment has taken place and all other matters of a mining 
character. 

Dated at Ottawa, this 22nd day of February, A.D. 1937. 

J. L. ILSLEY, 
Minister of National Revenue. 
C. F. ELLIOTT, 


Commissioner of Income Tax. 





No Increase in Rates of Taxation 

When introducing the Budget in the House of Commons 
on 25th February, the Hon. Mr. Dunning, Minister of Fin- 
ance, made an announcement regarding taxation which was 
welcomed by individuals and corporations. After reviewing 
the improvement in trade and industry in Canada, he said, 
“In view of the progress that has already been made and 
the outlook for the immediate future, I am indeed happy to 
inform the House that it is not my intention to recommend 
any increases in taxation for the coming year. The income 
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tax will continue on the present basis. Furthermore, no 
alterations are to be made in rates of taxes either under 
the Special War Revenue Act or under the Excise Act. The 
only changes proposed are a few minor additions to the 
schedule of exemptions under the sales tax.” 





Housing and Slum Clearance in Great Britain 

According to The Labour Gazette (Ottawa), in 1933 the 
departmental committee on housing in Great Britain was 
appointed to consider what steps might be necessary “to 
secure the maintenance of a proper standard of fitness for 
human habitation in working-class houses.” Among other 
recommendations, this committee proposed that every owner 
of a working class property which is not in all respects fit 
for human habitation shall be made liable at law to ex- 
propriation on a new basis of compensation. In 1935 a new 
Housing Act was adopted “to make further and better pro- 
vision for the abatement and prevention of over-crowding,” 
the re-development of urban areas, and the re-conditioning 
of buildings, etc. 

The Ministry of Health has issued at intervals a series 
of half-yearly returns showing the progress in dealing with 
housing in England and Wales under the various housing 
Acts. The fifth of this series of reports indicates that the 
record number of 339,538 houses were constructed during 
the year ended 30th September 1936. The report also shows 
that good progress is being made in slum clearance. During 
the year ending 30th September 1936, 45,148 houses were 
demolished or closed under the Act of 1930 as compared 
with 30,890 in the previous year. Up to 30th September 
1936, 109,067 houses (with accommodation for 512,941 per- 
sons) had been provided for the purpose of rehousing per- 
sons displaced under the Act of 1930, nearly one half of 
which were completed in the year ending on that date. 


Scottish Chartered Accountants 


The Official Directory, 1937, of the Scottish Chartered 
Accountants has just been received. The geographical list 
of members shows them to be in all parts of the world, and 
the summary of the list gives the distribution of the three 
Scottish Societies as follows: 
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Edinburgh Glasgow Aberdeen Total 


Resident in United Kingdom .. 965 2142 151 3258 
po ae: 275 478 54 807 
1240 2620 205 4065 


Deduct members entered with 
addresses at home and 


ES SSeS wax costo eees 2 3 5 
1238 2617 205 4060 

Deduct members of 2 Soci- 
CUE eeebeteesarecosssue% 1 
Total 4059 


The Secretary and Treasurer of the Joint-Committee of 
Councils of the three Societies is John E. Dalgliesh, 23 
Rutland Square, Edinburgh. 


PROVINCIAL NEWS 
ONTARIO 


The annual mid-winter dinner and reception to new 
members of the Ontario Institute, at which the diplomas 
and prizes awarded in the last examinations were presented, 
was held at the Royal York Hotel, Toronto, on Friday 
evening, 19th February. Nearly 300 attended the gathering 
which was addressed by George O. May, F.C.A., of New 
York City, senior partner in the firm of Price, Waterhouse 
& Co., and a member of the Institute. Mr. May’s splendid 
address which was listened to with much interest appears 
elsewhere in this issue. Kris A. Mapp, F.C.A., President 
of the Institute, presided, and at the conclusion of the ad- 
dress presented Mr. May with a certificate of Fellowship in 
the Institute. D. A. Kidd, President of the Students’ As- 
sociation, and Geo. E. Winter, F.C.A., of Vancouver, B.C., 
President of the Dominion Association of Chartered Ac- 
counts, spoke briefly on the activities of their Associations. 
A. B. Shepard, F.C.A., presented the various prizes on 
behalf of the donors and the Institute. The members of 
the Executive Committee of the Dominion Association then 
in session in Toronto were welcomed as guests of the 
Ontario Institute. 
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PERSONALS 


Douglas Arnold Ampleford and Ashley Leroy Chown, 
B.Com., announce the formation of a partnership under 
the name of Ampleford and Chown, Chartered Accountants, 
with offices at 1306 Star Building, 80 King Street West, 
Toronto. 


Harold D. Holden and William C. Crofton announce that 
they have entered into a partnership for the practice of 
their profession under the firm name of Holden & Crofton, 
Chartered Accountants, with offices at Suite 22, 73 King 
Street West, Toronto. 


Messrs. Oscar Hudson & Company, Chartered Account- 
ants, Toronto, announce that they have admitted into the 
partnership J. Bowman Boyter and Holland Pettit, Jr. 


William F. Reid, Chartered Accountant, announces 
that he has moved his office from 27 Canada Life Building 
to 705 Lancaster Building, 8th Avenue and 2nd Street West, 
Calgary, Alberta. 


Samuel B. Rose, Chartered Accountant, announces the 


opening of his office at the Medico-Dental Building, 455 
Spadina Avenue, Toronto. 

Edward Charles Shaughnessy, Chartered Accountant, 
has been appointed Superintendent of Income Tax and Sales 
Tax of the Province of Alberta. His office address is 
Qu’Appelle Building, Edmonton. 


OBITUARY 


The Late William Robert Carmichael 


The Institute of Chartered Accountants of British Col- 
umbia announces with regret the death at Vancouver on 
8rd March last in his sixty-sixth year of William Robert 
Carmichael, an honoured member of the Institute. 

Mr. Carmichael was a chartered accountant of outstand- 
ing ability, experience and reputation. Not only had he 
attained a degree of skill and proficiency which placed him 
in the forefront of his profession, but he gave much time 
and effort to advancing its interests through Institute ac- 
tivities. On his retiring from active practice in 1933, the 


342 





OBITUARY 


degree of Fellow was conferred upon him by the Institute 
of Chartered Accountants of British Columbia, in recog- 
nition of his long and valuable service in the profession. 
He was twice President — in 1924-25 and 1931-32 — and 
served on the Council of the Institute for many years. 


Having qualified as a chartered accountant in England, 
Mr. Carmichael went to the United States in the year 1909 
in the employment of Marwick, Mitchell and Company, an 
international firm of chartered accountants, and was with 
that firm for twenty-five years, during which period he 
acted as manager and assistant manager of various of its 
offices in the United States and Canada. In the year 1918 
he came to Vancouver as manager of the firm’s office here, 
and some years later became resident partner, from which 
position he retired to private life in 1933. 


Keenly interested in public affairs, Mr. Carmichael was 
a member of the Vancouver Board of Trade, on which he 
served as a member of the council at different times. He 
was also an active member of the Associated Property Own- 
ers of Vancouver. 


He was a past master of Prince of Wales Lodge No. 
100 A.F. & A.M., and held membership in the Vancouver 
Club and Shaughnessy Heights Golf Club. His recreations 
were fishing, riding and golf. He was an omnivorous reader 
and while his tastes in literature were very diverse, he 
found interest in most subjects of human relationship. 


Notwithstanding the fact that he retired from the firm 
of Messrs. Peat, Marwick, Mitchell & Co. in June, 1933, 
Mr. Carmichael actively participated in everything pertain- 
ing to the welfare of the Institute and its members up to 
the time of the short illness resulting in his death. Last 
November he became one of the examiners at the Institute’s 
examinations. His loss will be keenly felt among the mem- 
bers of the profession, especially those who were closely 
associated with him. 


He leaves a widow, in Vancouver, and two brothers and 
a sister in England, to whom the Institute extends sym- 
pathy. 
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BOOK REVIEWS 


INSURANCE AND BANKING—EXAMINATIONS AND 
ACCOUNTING 


By Herbert L. Davis, LL.M., 


Member of the Faculty of National University, School of Law 


(The Christopher Publishing Howse, 1140 Columbus Avenue, Boston, 
Mass., 1937, cloth, 227 pp., $4.50) 


Members of the accounting profession and of the legal profession 
in Canada will apparently find of interest, from the viewpoint of the 
present situation in respect of such matters in the United States of 
America, a work recently published by Herbert L. Davis, LL.M., en- 
titled “Insurance and Banking—Examinations and Accounting.” 

Mr. Davis, a member of the Bar of the Supreme Court of the 
United States, acted for many years in the capacities of Referee, 
Special Master and Auditor of the Supreme Court of the District of 
Columbia, and as Superintendent of Insurance of the said District. 
He has also served in a professorial capacity as a member of the 
Faculty, National University, School of Law. 

In consequence, no doubt, of this happy blend of both the practical 
and the academic sides of his profession, and of his own power of 
clarity of thought and of expression, Mr. Davis’ book above referred 
to will create in the minds of its readers that feeling of treatment 
of the subjects discussed and dealt with by one who has acquired 
much knowledge thereof and experience therein, and who has been 
endowed with the quality of being able to impart such knowledge 
and experience to others in language which is readily comprehensible 
even on first reading. 

In the midst of the spate of legislation, regulations and govern- 
mental enactments generally to which social and economic conditions 
in almost every country have given rise during the past few years, 
it has become increasingly difficult for a citizen in any walk of life 
to know what he may or may not do within the now prescribed 
limits of his lawful rights. Mr. Davis seeks to deal with such possible 
perplexities and problems in the field more particularly of life in- 
surance companies, security issuers and investors in securities in a 
fiduciary capacity, etc. and to discuss specific questions and points 
from the angle of those charged with the administration and actual 
application in the aforesaid field of the laws and regulations enacted 
by governmental authority. 

From what has been said at the outset, it will appear that Mr. 
Davis’ book has, of course, reference and application only to the 
situation in respect of the subject matters dealt with as it exisis 
today in the United States of America but Canadian practitioners in 
the legal or the accounting professions will, no doubt, derive a mental 
stimulus from a reading of the work in question and possibly some 
cardinal rules or principles of almost universal application which 
may be of assistance to them in the solution of some of their own 
particular problems. 

A. H. Exper, K.C. 


Montreal, 9th March 1937. 
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LUMBER ACCOUNTS 
By Walter Mucklow 


(American Institute Publishing Co., 185 Cedar Street, New York, 1936, 
cloth, 472 pp. $4.00) 


This is by far the most comprehensive book on lumber accounting 
I have ever read. Indeed it is so all-embracing that one wonders if 
a more useful purpose would not have been served if it had been 
published in two or more sections. The accounting subjects dealt 
with cover not only the main phases of the lumber industry—such as 
logging and sawmilling—but most, if not all, of its allied businesses. 

A chapter at the beginning of the book is devoted to a presentation 
of the history of the lumber industry in the United States of America 
which makes a most appropriate introduction to the subject matter. 

Another chapter is devoted to a description of the various methods 
of logging used in different territories and is followed by a chapter 
dealing with sawmill accounts. Subsequent chapters discuss in con- 
siderable detail such subjects as, inventories, operating accounts, ap- 
preciation, depletion, obsolescence and depreciation. 

Forms, books, timekeeping, payrolls, and a multitude of other 
details are widely dealt with. 

Perhaps the most contentious subject dealt with is that of lumber 
inventories and the various methods used for valuing them. The 
author deals exhaustively with this subject, but, in spite of this, he 
has not covered the subject fully; he assumes that in order to 
determine the quantity of lumber produced in any accounting period 
it is necessary to scale or measure each piece of lumber on hand at 
the close of the accounting period. In actual practice in British 
Columbia the quantity of lumber produced each month is arrived at 
by the larger producers by determining the footage of logs used in 
the sawmill, which does not involve much labour, and adding to that 
quantity an allowance for over-run. Needless to say the percentage 
of over-run to be added will vary at each mill and great care must be 
exercised because, if an over-run is used which is in excess of actual, 
a serious shortage will develop when a physical inventory of the 
lumber is finally taken. It is not practical to take a monthly physical 
inventory of lumber in the larger fir operations on the Pacific Coast. 
Generally speaking a physical inventory is not taken more than twice 
a year by the larger operators; indeed, some take it only once a year. 

On the subject of the valuation of lumber inventories the author 
appropriately states this is a vexed question and no one method is 
universally followed. He then goes on to discuss at length five dif- 
ferent methods each of which has been used; but some of the methods 
mentioned are predicated on the possession of a physical inventory 
showing quantities and grades. Such information is not by any means 
always available month by month. Further, the author does not men- 
tion the use of a flat price year in and year out which is a common 
method on the Pacific Coast. In my view many lumber companies 
consistently place too high a value on their lumber inventories, which 
fact was clearly demonstrated during the recent depression. 

With these few criticisms may I repeat that Mr. Mucklow’s book 
is a valuable contribution to lumber accounting literature and one 
that all students of that subject can study with profit. 

A. P. FOSTER 


Vancouver, British Columbia, 
17th March 1937. 
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NOTES AND COMMENT 


We are so accustomed to reading and thinking of good- 
will as an asset (though definitions of goodwill as an asset 
are singularly unconvincing) that it may come as a sur- 
prise to realize that some acute students of economics and 
accounts take the view that goodwill is not an asset at all 
but merely the difference between the value of an assembly 
of assets, as manipulated by management for gain, and the 
sum of the values of those assets taken individually. Good- 
will as so understood is merely a valuation account in pre- 
cisely the same sense as depreciation reserves and bad debt 
reserves are valuation accounts. The only difference is that 
the latter are negative (—) valuations while the goodwill 
account is a positive (+) valuation. In this connection the 
following quotation from Canning is of interest: ‘“Good- 
will, when it appears in the balance sheet at all, is but a 
master valuation account—a catch-all into which is thrown 
both an unenumerated series of items that have the econ- 
omic, though not necessarily the legal properties of assets, 
and an undistributed list of undervaluations of those items 
listed as assets. It is the valuation account par excellence. 
It cannot under any circumstances be called an ‘asset’ un- 
less that term is confessedly meant to include at least two 
kinds of things which have no common attribute peculiar 
to them.”: Practical support is given to this view by the 
fact that most of the old-established companies which re- 
financed in the years 1927-29 distributed the whole of the 
appraisal valuations over their tangible fixed assets and 
were accordingly able to boast that these valuations did 
not include any item of goodwill. This treatment disposed 
of the vexed question whether goodwill is a depreciating 
asset and resulted in the whole of the capital value at- 
tached to the undertaking being subject to depreciation 
without argument and exception. Whether this result was 
anticipated or desired is of course another matter. 


1J. B. Canning, The Economics of Accountancy (Ronald), pp. 42-43. 
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Apropos of appraisals, as attempts to constitute the 
balance sheet a “valuation” statement, the following pas- 
sage from a paper by Mr. G. O. May is of interest: “True, 
during the 1920’s, accountants fell from grace and took to 
readjusting capital values on the books of companies to an 
extent never before attempted. In extenuation they might 
plead that unsound laws, unpractical economics, and a wide- 
spread, if unfounded, belief in a new order of things com- 
bined to recommend such a course, but the wiser policy is 
to admit the error and to determine not to be misled into 
. committing it again.”? Mr. May goes on to say that the 
proper function of accounting in relation to fixed assets is 
to measure and record not the fluctuations in their value 
(which are in fact incalculable) but the extent to which 
their usefulness has been exhausted through age or use, 
and to make appropriate charges against income in respect 
of such exhaustion, based on the cost of the asset exhausted. 
The intent of this procedure is that the fixed asset shall 
stand on the books at its salvage value when the term of 
its usefulness is ended, and that the proprietor shall by 
then have retained a number of dollars equal to the number 
of dollars which he originally sank in the acquisition of the 
asset—without regard to the relative purchasing power of 
dollars at the two dates. 


* * * 


STUDENTS’ ASSOCIATION NOTES 








QUEBEC 

On Tuesday, February 16th, Mr. Frank Willcox, C.A., 
of Messrs. Geo. A. Touche & Company, addressed the Stud- 
ents’ Society on “Accounting for Mining Companies,” and 
at the close of his address he distributed among the attend- 
ing members a copy of his address so that those interested 
would have an opportunity of giving it, at their leisure, such 
further consideration as their interest in the subject might 
suggest. 

The next open meeting of this Society will take place 
on May 18th, and will be in the form of a debate. Con- 
siderable interest is being shown in this debate by the 
members of the Society as several queries have been re- 
ceived as regards participation. 


2G. O. May, Twenty-five Years of Accounting Responsibility, (Amer- 
ican Institute Publishing Co.) Volume II, p. 310. 
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Mr. Ken Farmer reported at the last Executive meeting 
that tentative plans were under way for a tennis tournament 
and a probable golf tournament during the coming summer 


months. 
* * * 


PROBLEMS AND SOLUTIONS 


The first solution presented this month was prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken; the second was prepared by the Editor of the Stu- 
dents’ Department. In each case the solution represents the views and 
opinions of the person preparing it and is designed not as a model for 
submission to the examiner but rather as such discussion and explana- 
tion of the problem as will make its study of benefit to the student. 
Discussion of solutions presented is cordially invited. 


PROBLEM I. 


THE INSTITUTE OF CHARTERED ACCOUNTANTS OF 
ONTARIO. 


INTERMEDIATE EXAMINATIONS, 1936 


Accounting No. 1, Question 1 


“C” Company Limited has been formed to acquire the assets and 
business and assume the liabilities of two old Companies—‘A” Com- 
pany, Limited and “B” Company, Limited, which Companies are to be 


wound-up. 
“C” Company Limited has authorized capital as follows: 
10,000 shares 7% Preferred Stock of $100 par value per share, 
100,000 Common shares of no par value. 
Under the purchase agreement, duly approved by the shareholders of 
the three Companies the new Company acquires the net assets and busi- 
ness of the old Companies on the following basis: s 
1. Preferred shares of the new Company to be given to the old Com- 
panies for the excess of the net tangible assets over current liabil- 
ities. Assets and liabilities to be taken at book values except for 
Fixed Assets which are to be taken at appraised values. The 
Fixed Assets are appraised at $500,000.00 for each Company. Pre- 
ferred shareholders of “B” to receive preferred stock, at par, of 
the new Company to the extent of their interest in “B” Company. 
. Common shares are to be issued at $5.00 per share for goodwill 
which is to be valued on the aggregate of the last five years’ net 
profits. 

The following are the summarized Balance Sheets of the two old 
Companies: 
Assets “-” “—_" 

Company Company 

Limited Limited 
Current Assets $100,000.00 $150,000.00 
Fixed Assets 300,000.00 500,000.00 
Deferred Charges 10,000.00 15,000.00 
Goodwill 100,000.00 


$510,000.00 $665,000.00 


—_——_—— 
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Liabilities 








RP TOD 55 bo sole Ss oie aes oiele Wes dele’ $ 50,000.00 $ 40,000.00 
Depreciation ROSSTVES «oo... cccccscsecsvccsees 100,000.00 50,000.00 
7% Preferred Stock (Par Value $100.00) (Re- 

deemable at $110.00 per share) ......... 100,000.00 
Common Stock (Par Value $100.00) .......... 300,000.00 400,000.00 






POUR 5 o:350 ts ane see Vienls vet 0 a sew Se brsnswiew ens 60,000.00 75,000.00 








$510,000.00 $665,000.00 








$ 80,000.00 





Average Annual Profits for past 5 years ...... $ 30,000.00 





(a) Prepare a Balance Sheet of “C” Company Limited on completion 
of the purchase. 

(b) State how many shares of “C’ Company Limited would be re- 
ceived by each shareholder in the old Companies. 

(c) Show (with proper explanation) the journal entries required 

to close the books of “A” Company Limited. 


SOLUTION 


The following work sheet sets forth the assets and liabilities of the 
old companies and the relative values given therefore by “C’’ Company 
Limited: 













WORKING SHEET 


“A” Company “B” Company Combined 
Old New Old New — 









Company Company Company Company Company 

Values Values Values Values Limited 

Current Assets ...... $100,000.00 $100,000.00 $150,000.00 $150,000.00 $250,000.00 
Fixed Assets ........ 300,000.00 500,000.00 600,000.00 500,000.06 1,000,000.00 
Deferred Charges .... 10,000.00 10,000.00 15,000.00 15,000.00 25,000.00 
Tangible Assets ........ $410,000.00 610,000.00 665,000.00 665,000.00 1,275,000.00 
| ree ere 100,000.00 150,000.00 400,000.00 550,000.00 





Total Assets ........... $510,000.00 $760,000.00 $665,000.00 $1,065,000.00 $1,825,000.00 







LIABILITIES: 
Current Liabilities ...$ 50,000.00 $50,000.00 $40,000.00 $40,000.00 $90,000.00 
Depreciation Reserve... 100,000.00 50,000.00 
Old Companies Stock. . 100,000.00 





7% Preferred Stock 
par value $100.00 
each(Redeemable at 







$110.00 per share) 

Common Stock ...... $300,000.00 400,000.00 
par value $100.00 

PD oisceekbalonnee 60,000.00 75,000.00 





Preferred C Company 

Stock for net Tang- 

ible Assets ....... 560,000.00 625,000.00 1,185,000.00 
Common Stock C Com- 

pany for Goodwill. . 150,000.00 400,000.00 550,000.00 


Total Liabilities ....... $510,000.00 $760,000.00 $665,000.00 $1,065,000.00 $1,825,000.00 


















From the foregoing work sheet it is apparent that the authorized 
capital of “C” Company would have to be increased in order to provide 
the required capital for the purchase of the two companies on the 
terms set forth in the question. With this assumption the Balance 
a of “C” Company on completion of the purchase would be as 
ollows: 
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“C” COMPANY LIMITED 
BALANCE SHEET 


(On Completion of purchase of A & B Companies Ltd.) 


Current Assets $ 250,000.00 
Fixed Assets 1,000,000.00 
Deferred Charges 25,000.00 
Goodwill 550,000.00 


$1,825,000.00 


Current Liabilities $ 90,000.00 
Capital Stock 
7% Preferred Stock authorized and is- 
sued Fully Paid 
11,850 shares of par value $100.00 
each $1,185,000.00 
Common Stock authorized and issued 
Fully Paid 
110,000 shares of No Par Value.... 550,000.00 1,735,000.00 


$1,825,000.00 


The shareholders of “A” Company Limited would receive shares 
in “C” Company Limited as follows: 
For 3,000 shares of “A” Company— 
5,600 Shares Pfd. in “C” Company 
30,000 Shares Common in “C” Company 
Each shareholder of “A” Company receives for each share held in 
“A” 


5,600 
or 1 18/15 share Preferred in “C” 
3,000 
30,000 
or 10 shares Common in “C” 
The shareholders of “B” Company Ltd. would receive shares in 
“C” Company Ltd. as follows: 


Preferred Shareholders 
1,000 Pfd. Shares redeemable at 110 or $110,000.00 in Pfd. Shares 
of “C”. Each Pfd. shareholder therefore receives 1 1/10 Pre- 
ferred Share in “C” for each Pfd. share in “B.” 


Common Shareholders Par 
Sale Price of “B” Company is 6,250 Preferred Shares $625,000.00 
Less: 1,100 Retained for Pfd. Shareholders 110,000.00 


5,150 
and 80,000 Common Shares 
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a of “B” Company receives for each Common share 
e 


,150 
oo or 1 23/80 Preferred Shares of “C” Company 


80,000 
or 20 Common Shares of “C” Company 


? 


JOURNAL ENTRIES TO CLOSE BOOKS 
OF “A” COMPANY LIMITED 


Realization Account . $510,000.00 
To Sundry Assets $510,000.00 
To transfer Company assets in sale to 
“C” Company viz.: 

Current Assets $100,000.00 
Fixed Assets 300,000.00 
Deferred Charges a 
Goodwill 100,000.00 


$510,000.00 


Current Liabilities 5 
To Realization Account 50,000.00 
To transfer former account in sale of 
Company. 


Reserve for Depreciation . 100,000.00 
To Realization Account 100,000.00 
To close former Account. 


“C” Company, Purchase Account . 710,000.00 
To Realization Account 710,000.00 
For the agreed upon sale price in terms 
of agreement dated and approved 
by shareholders at special meeting 


Investments in “C” Company . 710,000.00 
To “C” Company, Purchaser Account .... 710,000.00 
To record the receipt of the under-noted 
shares in “C” Company, in full settle- 
ment of the agreed upon Sale Price— 
viz. 
5,600 Preferred Shares 
of $100.00 each $560,000.00 
80,000 Common Shares of 
Lev 150,000.00 


$710,000.00 


Realization Account . 850,000.00 
To Surplus Account 350,000.00 
To close former account and to transfer 
nominal profit on sale. 
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Capital Stock - 800,000.00 
Surplus Account - 410,000.00 
To Shareholders Account 710,000.00 
To close former Accounts. 


Shareholders Account - 710,000.00 
To Investments in “C” Company 710,000.00 

To record distribution of investments in 
“C” Company rateably amongst share- 
holders being at the rate of 1 138/15 
Preferred and 10 Common Shares of 
“C” Company for each share of “A” 
Company. 


PROBLEM II 


THE INSTITUTE OF CHARTERED ACCOUNTANTS OF 
ONTARIO 


FINAL EXAMINATIONS, DECEMBER, 1936 


Accounting No. 1. Question 4. 


You are appointed by the shareholders of Smith Sons and Com- 
pany, Limited, to wind up their business. Your appointment dates 
from January 31st, 1936, and you are furnished with the following 
balance sheet as at December 31st, 1935, and a record of transactions 
for the month of January, 1936: 


Cash in bank $ 2,000.00 
Accounts Receivable 140,000.00 
Inventories, Materials and Supplies 93,000.00 
Land and Buildings 100,000.00 
Machinery and Equipment 200,000.00 
Patents and Leases 200,000.00 
Investments (at cost) in hands of Trustee for Sinking Fund 50,000.00 


$785,000.00 


Liabilities 
Accounts Payable 
Dividends Payable Preferred Stock 
Accrued Interest, Bonds 
Provision for Federal and Provincial Taxes 
Reserve for Depreciation, Buildings 
Reserve for Depreciation, Machinery and Equipment 
Reserve for Bad Debts F 
First Mortgage Sinking Fund Bonds 150,000.00 
Sinking Fund for Bond Redemption 50,000.00 
Preferred Stock (10,000 shares $10.00 par value) 
Common Stock (60,000 shares $1.00 par value) 
Surplus Account 200,875.00 


$785,000.00 
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Transactions for the month of January, 1936 

(1) The amounts owing for Dividends Payable Preferred Stock 
and Accrued Interest on Bonds were paid by cheque. 

(2) Accounts Receivable amounting to $80,000.00 had been col- 
lected on which the discounts allowed were $600.00. These 
receipts were deposited in the bank less collection and ex- 
change charges of $40.00. 

(8) Accounts Payable amounting to $40,000.00 were paid on which 
the discounts earned were $480.00, such payments were made 
by cheque. 

(4) Federal and Provincial Taxes of $5,000.00 were paid by cheque. 

(5) The inventories of Materials and Supplies were disposed of 
for $75,000.00 to R. Jones who gave his cheque for same which 
was deposited. 

(6) The Trustee for the bondholders was forwarded a cheque for 
$120,000.00 with instructions to purchase on the open market 
or through direct contact all the outstanding bonds of the 
Company. 


On March 20th, 1936, you find that the results of your liquidation 
since January 31st show as below: 
(1) Accounts Receivable have realized $55,000.00. 
(2) The following assets have been sold to R. Jones for cash: 
Land and Buildings at 80% of their book value after 
depreciation. 
Machinery and Equipment at 70% of their book value 
after depreciation. 
Patents and leases for $150,000.00. 
(3) The balance owing for Accounts Payable, as well as an amount 
of $5,000.00 covering liquidation expenses have been paid. 
(4) A statement is received from the Trustee for the bondholders 
who advises that on December 31st, 1935, the bonds of the 
Company were quoted on the market at 99 and that he has 
been successful in purchasing all the outstanding bonds as at 
March 20th, 1936, on the following basis: 
$50,000.00 at 100 plus accrued interest of $400.00. 
$75,000.00 at 101 plus accrued interest of $600.00. 
$25,000.00 at 102 plus accrued interest of $312.50. 
The investments in the hands of the Trustee realized 
$50,000.00. 
An allowance of $1,500.00 is made to the Trustee covering 
his expenses and final settlement is made between the Com- 
pany and himself covering these transactions. 


The following are the provisions of the Company’s charter in 

respect to the Preferred Stock: 

(1) 6% Cumulative with dividends payable quarterly, January 1, 
April 1, July 1 and October 1. 

(2) Redeemable, on any dividend date or on dissolution, at par, 
together with accrued dividends to date of redemption or to a 
date, not exceeding three months from last dividend date, as 
might be decided by the Board of Directors. Thirty days’ 
notice is required on redemption of stock. 

(8) Providing that dividends on the Common stock have been 
paid yearly at 10% per annum Preferred stock participates 
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share for share with the Common stock in any surplus of 
the Company on dissolution. Any arrears of the 10% annual 
dividend on Common shares must be provided before distribu- 
tion on dissolution. 


The preferred shareholders are notified on March Ist, 1936, that 
certificates for all outstanding shares held by them are to be sur- 
rendered for redemption and cancellation not later than March 31st, 
1936, the consideration being par and accrued dividends to March 
31st, 1936. 

The Common stock was held as follows: 
i 30,000 shares 
10,000 shares 
10,000 shares 
10,000 shares 


60,000 shares 


No dividends were in arrears on the Preferred Stock and dividends 
on the Common Stock have ‘been paid yearly at 10% per annum 
except during 1985 when 5% only was paid. 

You are asked to prepare: 

(1) Cash statement showing amount available for liquidation of 

shareholders equities. 

(2) Surplus Account showing all adjustments on liquidation and 

the final balance available for distribution. 


SOLUTION 


The first task is the preparation of a summary Bank Account and 
Profit and Loss Account for the month of January, 1936. 


SUMMARY BANK ACCOUNT — JANUARY, 1936 


Jan. 1. Balance $ 2,000.00 Jan. 1-31 Dividends Payable— 
1-81 Accounts Receivable Preferred Stock .$ 3,000.00 
Collected (Gross 1-31 Accrued Interest on 
$80,000.00; dis- Bonds 3,125.00 
counts $600.00 ; ex- 1-31 Accounts os 
change $40.00) .. 79,360.00 (Gross $40,000.00, 
1-81 R. Jones — Proceeds Discounts $480.00) 39,520.00 
8ale of materials 1-31 Federal and Provin- 
and supplies 75,000.00 cial T: 5,000.00 


31 Balance—Bank over- 1-31 Trustee for Bond- 
14,285.00 holders 120,000.00 


$170,645.00 $170,645.00 


1936 
Jan. 31 Balance $ 14,285.00 


PROFIT AND LOSS ACCOUNT — JANUARY, 1936 


Discounts allowed on Discounts received on 
Accounts Receivable $ 600.00 Accounts Payable ..$ 480.00 
Collection & Exchange 40.00 Transfer to Surplus .. 18,160.00 


Loss on Sale of Inven- 
18,000.00 


$18,640.00 $18,640.00 


A balance sheet showing the position of affairs when the liquidator 
assumed office can now be prepared. 
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SMITH SONS AND COMPANY, LIMITED 
BALANCE SHEET AS AT JANUARY 31, 1936. 


Accounts Receivable .$ 60,000.00 
Land and Buildings .. 100,000.00 
Machinery and Equip- 

200,000.00 


ment 
Patents and Leases .. 200,000.00 
170,000.00 


Trustee for Sinking 
Fund 


$730,000.00 


Bank Overdraft 
Accounts Payable .... 
Reserves for Depreci- 

ation: 

Buildings 

Machinery and 

Equipment 

Reserve for Bad Debts 
First Mortgage Sink- 

ing Fund Bonds ... 
Sinkin Fund = for 

Bond Redemption . 
Preferred Stock 
Common Stock 
Surplus Account 


$ 14,285.00 
60,000.00 
30,000.00 


75,000.00 
8,000.00 


150,000.00 
50,000.00 


182;715.00 
$730,000.00 


(1) The cash statement from January 31 to March 20 will show as 


follows: 


LIQUIDATORS’ CASH STATEMENT—JANUARY 31 to MARCH 20. 


Accounts Receivable 
(face value $60,000)$ 55,000.00 
R. Jones — Proceeds 
Sale of: 
Land and Buildings. 56,000.00 
Machinery and 
Equipment 87,500.00 
Patents and Leases 150, 000. 00 
Trustee for Bond- 
holders—Final Set- 


tlement 15,937.50 


$364,437.50 


Bank Overdraft at be- 

14,285.00 

60,000.00 
5,000.00 


ginning 
see Payable ... 
Liquidation enses. 
Balance available for 
liquidation of share- 


holders’ equities .. 285,152.50 


$364,437.50 


(2) Surplus will be computed as follows: 


REALIZATION PROFIT AND LOSS ACCOUNT 
JANUARY 31 — MARCH 20. 


Loss on Sale of 

Assets: 

Land and Buildings.$ 14,000.00 

Machinery and 

Equipment f 

Patents and Leases 59,000.00 
Liquidation Expenses. 5,000.00 
Loss on Redemption of 

Bonds 1,250.00 
Interest on Bonds . 12. 50 
Expenses of Truste 

1,500.00 


tee 
or Bondholders ... 
$110,562.50 
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Excess of Bad Debts 
Reserve at January 
81 over amounts ac- 
tually allowed 

Net Loss on Realiz- 

i 107,562.50 


$110,562.50 
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SURPLUS 


Balance of Surplus Account, January 31, 1986 $182,715.00 
Sinking Fund for Bond Redemption—released 50,000.00 


232,715.00 
Deduct loss on Realization as per Liquidation Statement 107,562.50 


Balance of Surplus available for distribution $125,152.50 


DISTRIBUTION OF SURPLUS (Not called for by the question) 


Preferred Shareholders: 
One quarter year’s dividend to March 


’ 1,500.00 
One half of residue remaining after sat- 
isfaction of dividends 60,326.25 $61,826.25 


Common Shareholders: 
Arrears of dividend to December 31, 1935 3,000.00 
One half of residue remaining after sat- 
isfaction of dividends: 60,326.25 63,326.25 


$125,152.50 


(a) The cash in the liquidator’s hands will be seen to equal 
(as of course it must do) the total shareholders’ equity 
of $100,000 plus $60,000 plus $125,152.50. 

(b) Somewhat arbitrarily, in the absence of fuller informa- 
tion and in view of the phrase “10% annual dividend,” 
it has been assumed that no arrears of common dividend 
can be said to exist at March 81, 1936. 








